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Audit Risk Alert— 1998/99
Introduction
What is the purpose of this Audit Risk Alert? What are the risks 
associated with the audit process?
This Audit Risk Alert is intended to help auditors plan their 1998 
year-end audits. Successful audits are the result of a number of fac­
tors, including the acceptance of clients with integrity; adequate 
partner involvement in planning, supervising, and performing au­
dits; an appropriate level of professional skepticism; and the allo­
cation of sufficient audit resources to high-risk areas. Addressing 
these factors in each audit engagement requires substantial profes­
sional judgment based, in part, on a knowledge of professional 
standards and current developments in business and government.
Throughout the audit process, from the initial consideration of 
whether to accept a client to the issuance o f the audit report, au­
ditors should consider overall engagement risk. According to the 
AICPA SEC Practice Section Practice Alert (September 1994) en­
gagement risk consists o f the following three components:
1. Client's business risk— The risk associated with the entity’s 
survival and profitability
2. A udit risk— The risk that the auditor may unknowingly 
fail to appropriately modify his or her opinion on financial 
statements that are materially misstated
3. Auditors business risk—The risk o f potential litigation costs 
from an alleged audit failure and the risk o f other costs 
(whether an audit failure is alleged or not), such as fee real­
ization and the effect on the auditor's reputation resulting 
from association with the client
Although this Audit Risk Alert does not provide a complete list of 
the risk factors to be considered, and the items discussed do not
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affect risk in every audit, it can be used as a planning tool for mat­
ters that may be especially significant for a specific audit. During 
the conduct of all engagements, auditors must remember that 
their paramount responsibilities are to boards of directors, share­
holders, creditors, and the public. This requires the traits that are 
the hallmarks of auditors: independence, objectivity, and integrity.
Economic Environment
What are the current conditions in the U. S. economy?
The current economic expansion, now in its eighth year, ranks as 
one of the nation’s strongest growth cycles in almost five decades. 
The economy’s impressive performance during 1998 was clearly 
demonstrated by key indicators such as the following.1
• The nation’s unemployment rate, which dropped below 
4.5 percent, was near its lowest level in almost thirty years.
• Inflation remained low at a modest 2 percent.
• Consumer confidence reached its highest level in years, 
thus fueling continued spending. In fact, confidence 
throughout much of the year was so high that Americans 
spent 96 cents of every dollar they earned.
• Interest rates remained low by historical standards. For ex­
ample, average mortgage interest rates on thirty-year fixed 
loans fell below 7 percent; the federal funds overnight bank 
lending rate was cut to 5.25 percent by the Federal Reserve 
Bank in September.
• Gross domestic product (GDP), the broadest measure 
of total national output, soared to an annualized rate of
1 Statement on Auditing Standards (SAS) No. 56 Analytical Procedures, (AICPA, Pro­
fessional Standards, vol. 1, AU sec. 329), requires the use of analytical procedures in 
the planning and overall review stages of all audits. Statistical information of the 
kind shown may be useful to auditors in applying the provisions of SAS No. 56. The 
appendix— “The Internet— An Auditor’s Research Tool,” of this Audit Risk Alert 
provides a listing of Internet Web sites from which such economic and other finan­
cial data may be obtained.
8
5.5 percent for the first quarter. GDP for 1998 was ex­
pected to reach 3 percent, despite a decline to 1.4 percent 
in the second quarter.
Economists expect a number o f these conditions to continue into 
1999, and are thus predicting another year o f economic expan­
sion. Nevertheless, most agree that the pace of growth is likely to 
moderate, as follows:
• GDP is expected to decline slightly, reaching 2 percent to 
2fi percent in 1999.
• Inflation is expected to increase moderately to 2fi percent.
• Job growth should continue, but at a slower pace.
• Unemployment rates are expected to edge up toward 5 per­
cent, but not enough to ease continued labor shortages.
Despite these favorable conditions and forecasts, the Asian crisis, 
as it is commonly called, presents a potential threat to continued 
domestic growth. The problems in Asia relate to economic insta­
bility arising out of the deep and prolonged recessions in coun­
tries that include Indonesia, Thailand, South Korea, Singapore, 
Malaysia, and Japan. These economies have been plagued by ris­
ing unemployment, upward pressure on interest rates, and falling 
asset prices. The resulting declines in currency values and finan­
cial markets has led to the weakening or failure of many of their 
major financial institutions. Moreover, the risk of further adverse 
developments in Asia remains substantial, with the prospect of 
economic recovery at least two or three years away. Given the per­
vasive interconnections o f virtually all economies and financial 
systems in the world today, the associated uncertainties for the 
U.S. economy remains substantial as well. Although there is no 
way to know just how much of an impact the Asian crisis will 
have on the nation, the general sense is that there is a very real 
danger of an Asia-induced recession.
A likely scenario for such a recession would include the slowing 
o f production and reduced employment levels by U.S. businesses 
in response to falling export sales, rising inventory levels, and 
slower domestic sales. Entities with significant reliance on Asian
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trade, for example, exporters and manufacturers, will be among 
the first to feel the impact of the crisis. These circumstances could 
develop as the strength of the dollar makes American-made prod­
ucts more expensive abroad, thus reducing demand. Conversely, 
currency declines in Asia will make imported cars, clothing, and 
other items less expensive for Americans. Evidence that this had 
already happened was reflected in the midyear record high trade 
deficit showing little demand abroad for U.S. goods while do­
mestic demand for foreign goods was strong. Auditors should un­
derstand the implications, direct and indirect, o f the Asian 
economic crisis on their clients. Examples o f the audit and ac­
counting issues that might arise are discussed in the section enti­
tled “Current Audit Issues” in this Audit Risk Alert under the 
heading, “The Asian Crisis— An Auditor’s Perspective.” In addi­
tion, auditors may wish to consider what impact, if any, the cur­
rent economic uncertainties in Russia and Latin America will 
have on their clients.
Another noteworthy economic event o f 1998 has been the un­
usually high number of corporate consolidations. Across the in­
dustry spectrum, from retailing to banking, from pharmaceuticals 
to insurers, merger and acquisition deals have generated a wave 
of consolidations dwarfing anything that has preceded it. Driven 
by the prevailing philosophy that bigger is better in the global 
marketplace, the value of mergers and acquisitions in the United 
States through midyear soared by 153 percent from the same 
point a year earlier, to $910 billion. Worldwide deals doubled to 
$1.3 trillion, rapidly approaching a record $1.6 trillion for 1997. 
Thus, in the current environment, auditors are more likely to 
face the variety of issues that arise out of business combinations. 
A few examples of matters that could increase audit risk are pre­
sented in the section entitled “C urrent A udit Issues” o f this 
Audit Risk Alert under the heading, “Audit Implications of Busi­
ness Combinations.”
Numerous reports of improper financial accounting and report­
ing received widespread coverage in the business media during 
1998. Some of these cases involved significant adjustments to 
previously issued financial statements, some going back several
10
years. One reported incident apparently involved the improper 
use of merger reserves to create “fictitious” revenues, the fabrica­
tion o f accounts receivable to inflate reported assets, and other 
misapplications o f generally accepted accounting principles 
(GAAP), including inappropriate depreciation calculations and 
the failure to recognize the impact of insurance claims. Another 
report cited the premature recognition of revenue because of the 
existence of side-agreements, agreements hidden from the entity’s 
board of directors and outside auditors, that materially altered the 
terms and conditions of recorded sales. In some of these cases, in­
tentional misstatement o f the financial statements— fraudulent 
financial reporting— is alleged. In others, the accounting is 
deemed “overly aggressive.”
Another area of concern is the issue of “managing earnings,” that 
is, the manipulation of accounting practices to ensure that re­
ported financial results meet predetermined expectations. The 
U.S. Securities and Exchange Commission (SEC) has cited the 
following five accounting practices that companies employ to 
manage their earnings:
• “Big bath” restructuring charges, whereby management in­
appropriately includes in a restructuring charge unrelated 
charges and accruals
• Creative acquisition accounting (in particular, overly ag­
gressive write-offs of in-process research and development)
• “Cookie jar reserves,” whereby accruals, for the purpose of 
providing a “cushion” are made in times when earnings are 
exceeding expectations
• “Im material” misapplications of accounting principles, 
without regard to the qualitative effects
• Premature recognition of revenue
The profession’s self-monitoring mechanisms and investigations 
undertaken by the SEC confirm that some auditors continue to 
struggle with these issues. As a result, the SEC met with leaders 
from the financial reporting, auditing, and standard-setting com­
munities to assess the situation and consider what actions should
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be taken. The Auditing Standards Board has undertaken a review 
of the auditing literature to determine whether it needs to be 
strengthened in the areas of auditing revenues and reserves. The 
AICPA staff, with the oversight of AICPA technical committees, 
is preparing a nonauthoritative “toolkit” to help financial state­
ment preparers and auditors better understand issues surround­
ing revenue recognition, and the AICPA SEC Practice Section 
Professional Issues Task Force is preparing a Practice Alert, Rev­
enue Recognition Issues. These two publications will be available 
on the AICPA Web site by the end o f 1998. In addition, SEC 
Chairman Levitt's comments on these and other issues are con­
tained in a recent speech entitled The Numbers Game, which is 
available on the SEC Web site at www.sec.gov.
Examining incidents o f improper financial accounting and re­
porting can provide useful lessons for auditors in helping them 
understand, the following, among other things:
• The manner in which internal control can be circum­
vented through collusion or management override
• The weakness(es) in internal control that failed to prevent 
or detect material misstatement on a timely basis
• The audit procedure(s) that m ight have uncovered the 
misstatements
• The audit procedure(s) performed that failed to uncover 
the misstatements
• The presence of fraud risk factors or other conditions that 
m ight have alerted the auditors to the possibility that 
fraud existed
Further discussion of this issue is provided in the section entitled 
“Current Audit Issues” of this Audit Risk Alert under the heading 
“Improper Revenue Recognition.” Specific issues of concern to 
the SEC staff are addressed in other sections of this Alert.
Finally, 1998 brought us yet another year closer to the year 2000 
issue. However, not everyone will have to wait until the year 2000 
to confront the millenium bug. The year 2000 issue may begin to
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have an impact on some of your clients this year. For example, 
auditors should be alert to the fact that some computer systems 
may have assigned special meanings to date entries coded 
xx/xx/98 or xx/xx/99  (sometimes used for “dummy” transactions 
intended to test software modifications), and therefore may not 
process these transactions correctly. Failures may also occur this 
year if systems perform calculations into or beyond the year 
2000. A complete discussion of the year 2000 issue, along with a 
discussion o f some of the updated guidance developed by the 
AICPA, is presented in the “Current Audit Issues” section of this 
Audit Risk Alert.
Executive Summary— Economic Environment
• Now in its eighth year, the current economic expansion ranks as one 
of the nations strongest growth cycles. Economists expect current 
trends to continue, although the economic crisis in Asia presents a 
potential threat to continued domestic growth.
• Driven by the philosophy that bigger is better in the global market­
place, 1998 has seen a significant increase in the number of corpo­
rate consolidations.
• A number of high-profile cases of improper financial accounting 
and reporting were widely reported in the business media. The 
problems were numerous and severe enough to raise concerns with 
the SEC.
• 1998 brought us another year closer to the year 2000 problem. But 
for some, year-2000-related problems may arise this year.
Current Audit Issues
The Asian Crisis— An Auditor’s Perspective
Will the Asian crisis have an impact on your audit this year?
The Asian crisis was one of the most significant economic devel­
opments in 1998. The deep recessions plaguing a number of Asian 
countries pose a potential threat to continued growth in various 
segments of the global economy, including the United States. But 
to what extent should this be an issue of concern to auditors?
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To begin with, auditors should be aware of their responsibilities 
pursuant to the guidance set forth in Statement of Auditing Stan­
dards (SAS) No. 22, Planning and Supervision (AICPA, Profes­
sional Standards, vol. 1, AU sec. 311). SAS No. 22 requires, in 
part, that in planning the audit, the auditor should consider mat­
ters affecting the industry in which the entity operates, including 
current economic conditions. As such, auditors should assess the 
potential impact that the Asian crisis may have on their clients 
when considering the nature, extent, and timing o f work to be 
performed. Factors to be considered in making the assessment 
might include whether Asian businesses are among the client’s 
major customers or suppliers, the extent to which the client’s 
product or service competes with low-priced Asian imports, or 
indirect effects, such as the extent to which a client’s major cus­
tomer is dependent upon Asian trade.
If it appears likely that the Asian crisis may have an impact on any 
aspect of the client’s operations, consideration should be given to 
the possible audit and accounting issues that might arise. Exam­
ples could include the following.
• The collectibility of amounts due from troubled Asian 
entities or from entities w ith significant reliance on 
Asian trade may be called into question. Auditors should 
carefully consider whether management has properly as­
sessed the collectibility o f these receivables, as well as 
whether adequate consideration has been given to possi­
ble loan im pairm ent issues pursuant to Financial Ac­
counting Standards Board (FASB) S tatem ent o f 
Financial Accounting Standards No. 114, Accounting by 
Creditors fo r Im pairment o f a Loan (FASB, Current Text, 
vol. 1, sec. 108)
• Going-concern issues may arise for those entities with sig­
nificant reliance on Asian trade or for those entities whose 
major customers have such reliance. In addition, entities 
whose products compete directly with less expensive Asian 
imports may also be at risk. In such circumstances, audi­
tors should consider the guidance set forth under SAS 
No. 39, The Auditor’s Consideration o f an Entity’s Ability to
14
Continue as a Going Concern (AICPA, Professional Stan­
dards, vol. 1, AU sec. 341).
• FASB Statement No. 121, Accounting for the Impairment o f 
Long-Lived Assets and for Long-Lived Assets to Be Disposed 
Of (FASB, Current Text, vol. 1, I08) requires that long- 
lived and certain identifiable intangible assets to be held 
and used by an entity be reviewed for impairment when­
ever events or changes in circumstances indicate that the 
assets’ carrying amount may not be recoverable. For some 
entities, the Asian crisis may represent a significant adverse 
change in the business climate that indicates that the re­
coverability of the carrying amount of an asset should be 
assessed. Auditors should evaluate managements consider­
ation of FASB Statement No. 121 issues for assets that are 
directly or indirectly affected by the Asian crisis.
• The appropriate classification of investments in debt and eq­
uity securities of Asian entities, or entities with material 
dealings with Asian entities accounted for under FASB 
Statement No. 113, Accounting fo r Certain Investments in 
Debt and Equity Securities (FASB, Current Text, vol. 1, sec. 
I80) could be an area of increased audit risk. There may be a 
greater risk of inappropriate classification of such securities 
as available-for-sale rather than as trading securities so that 
any unrealized losses are reported in other comprehensive 
income rather than in current earnings. SAS No. 81, Audit­
ing Investments (AICPA, Professional Standards, vol. 1, AU 
sec. 332) provides auditing guidance for investments ac­
counted for under FASB Statement No. 115, as well as Ac­
counting Principles Board (APB) Opinion 18, The Equity 
M ethod o f Accounting fo r Investments in Common Stock 
(FASB, Current Text, vol. 1 sec. I82), and FASB Statement 
No. 124, Accounting for Certain Investments Held by Not-for- 
Profit Organizations (FASB, Current Text, vol. 1 sec. I82).
• Entities with significant export activities curtailed by the 
Asian crisis may experience declines in the salability of its in­
ventory and hence its valuation. Auditors should ensure that 
such inventories have been properly valued at the lower of
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historical cost (using an acceptable cost-flow assumption) 
or market.
• Greater risk may be associated with entities involved in 
Asian foreign-currency-related transactions. Auditors 
should consider whether management has appropriately 
accounted for and made all required disclosures relating to 
foreign-currency translation and transactions arising from 
the translation of asset and liability positions and revenue 
and expense transactions in currencies other than the U.S. 
dollar pursuant to FASB Statement No. 52, Foreign Cur­
rency Translation (FASB, Current Text, vol. 1, sec. F60).
• For some clients, the economic impact of the Asian crisis 
may engender fraud risk factors that suggest an increased 
possibility of misstatements arising from fraudulent finan­
cial reporting. For example, to offset losses incurred from a 
slowdown in sales to Asian customers, an entity may resort 
to the inappropriate acceleration o f revenue recognition or 
the improper deferral of expenses. SAS No. 82, Considera­
tion o f Fraud in a Financial Statement A udit (AICPA, Pro­
fessional Standards, vol. 1, AU sec. 316) sets forth the 
auditor’s responsibilities concerning fraud in a financial 
statement audit.
• The Asian crisis is likely to result in more risks and uncer­
tainties for many entities, particularly with regard to cur­
rent vulnerability due to certain concentrations. Auditors 
should consider whether management has appropriately 
evaluated all such risks and uncertainties and made the 
necessary disclosures pursuant to SOP 94-6, Disclosure o f 
Certain Significant Risks and Uncertainties. In addition, au­
ditors should also evaluate management's consideration of 
related contingencies arising from the Asian crisis, pur­
suant to FASB Statement No. 5, Accounting for Contingen­
cies (FASB, Current Text, vol. 1, sec. C59).
These examples call attention to some of the possible auditing 
and accounting implications of the Asian crisis, but should not 
be viewed as an exhaustive list of all the issues that might arise.
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Auditors should continue to monitor the crisis and carefully as­
sess its impact on their clients by considering all relevant facts 
and circumstances.
Executive Summary— The Asian Crisis— an Auditor’s Perspective
• The deep recessions plaguing a number of Asian countries (com­
monly referred to as the Asian crisis) pose a potential threat to con­
tinued growth in various segments of the global economy, including 
the United States.
• Auditors should assess the potential impact that the Asian crisis may 
have on their clients when considering the nature, extent, and tim­
ing of work to be performed.
• Auditors should consider the possible audit and accounting issues 
that might arise as a result of the Asian crisis, including going con­
cern, valuation, impairment, collectibility, and fraud.
Audit Implications of Business Combinations
What are some of the accounting and auditing issues that arise in a 
corporate consolidation?
Auditors face a greater likelihood of addressing issues relating to 
business com binations this year given the surge in corporate 
consolidations. A business combination, according to Account­
ing Principles Board (APB) Opinion No. 16, Business Combina­
tions (FASB, Current Text, vol. 1, sec. B50), occurs when a 
corporation and one or more incorporated or unincorporated 
businesses are brought together into one accounting entity. The 
single entity that results carries on the activities o f the previ­
ously separate, independent enterprises. The auditing and ac­
counting issues that arise out o f corporate consolidations are 
numerous and varied. Auditors should carefully consider the in­
dividual circumstances of the client to identify those issues and 
to then develop an appropriate audit strategy. Examples o f some 
o f the issues that should be considered by auditors include 
the following.
• Careful consideration should be given to management’s ac­
counting for the business combination to ensure that all
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relevant GAAP have been considered. For example, if the 
pooling-of-interests method has been used, have the spe­
cific criteria of APB Opinion 16 been met?2 If not, has the 
purchase price been allocated to the assets and liabilities ac­
quired with goodwill properly calculated in accordance 
with the purchase method of accounting? If specialists have 
been used in asset or liability valuation, auditors relying on 
such information should consider the guidance set forth 
under SAS No. 73, Using the Work o f a Specialist (AICPA, 
Professional Standards, vol. 1, AU sec. 336). The SEC has 
viewed the issue of goodwill with some concern recently 
and, accordingly, audit risk in this area may be especially 
acute for public companies. Auditors should also be alert to 
consensus positions reached this year by the FASB’s Emerg­
ing Issues Task Force (EITF) relating to business combina­
tions. See the “EITF Consensus Positions” section of this 
Audit Risk Alert for more information.
• W ith consolidation comes dramatic change in the struc­
ture of an entity. In an effort to create greater cost efficien­
cies in the consolidated entity, departm ents may be 
combined and duplicative functions eliminated. Auditors 
should consider the impact o f such changes on their 
client’s internal control when making the assessment of 
control risk. SAS No. 55, Consideration o f Internal Control 
in a Financial Statement A udit, (AICPA, Professional Stan­
dards, vol. 1, AU sec. 319) as amended by SAS No, 78, 
Consideration o f Internal Control in a Financial Statement 
Audit, An Amendment to SAS No. 55  (AICPA, Professional 
Standards, vol. 1, AU sec. 319) provides guidance on the 
auditor’s consideration of an entity’s internal control in an 
audit of financial statements in accordance with generally 
accepted auditing standards (GAAS).
2 Accountants, other than the continuing accountant, who have been requested to 
provide advice on the application of accounting principles to specified transactions, 
such as whether a proposed business combination is in compliance with the pooling 
requirements of APB Opinion 16 and other related GAAP, should refer to the guid­
ance set forth under SAS No. 50, Reports on the Application o f  Accounting Principles 
(AICPA, Professional Standards, vol. 1, AU sec. 625).
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• Business combinations often result in the gain o f a client 
for one auditor and a loss of a client for another. Thus, in 
the current environment, auditors may be more likely to 
find themselves in the role o f either a predecessor or 
successor auditor. SAS No. 84, Communications Between 
Predecessor and Successor Auditors (AICPA, Professional 
Standards, vol. 1, AU sec. 315), provides guidance on com­
munications between predecessor and successor auditors 
when a change of auditors is in process or has taken place. 
Further discussion o f this topic appears in the “Current 
Audit Issues” section of this Audit Risk Alert.
• Mergers and acquisitions may be effected in part through 
the use of debt financing. Auditors should carefully evalu­
ate the terms o f the debt agreement to identify, among 
other things, whether there are any loan covenants, and if 
so, the terms. Auditors should evaluate compliance with 
restrictive covenants and the implications o f any loan 
covenant violations.
• The acquisition of an entity by one party may mean that an­
other party has disposed of a business segment. Accordingly, 
auditors of the selling party should consider whether man­
agement has followed the accounting and disclosure re­
quirements of APB Opinion 30, Reporting the Results o f  
Operations-Reporting the Effects o f Disposal o f a Segment o f a 
Business, and Extraordinary, Unusual and Infrequently Occur­
ring Events and Transactions (FASB, Current Text, vol. 1, 
sec. I 13). Audit risk may be significant for discontinued op­
erations involving an extended phase-out period. Auditors 
should give careful consideration to management's estimates 
when the disposal date of the segment occurs after year-end. 
SAS No. 57, Auditing Accounting Estimates (AICPA, Profes­
sional Standards, vol. 1, sec. 342) provides guidance on ob­
taining and evaluating sufficient competent evidential 
matter to support significant accounting estimates.
• Subsequent to the business combination, auditors should 
consider whether management has prepared the financial 
statements o f the com bined entity in accordance with
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appropriate accounting standards including FASB State­
ment No. 94, Consolidation o f A ll M ajority-O wned Sub­
sidiaries (FASB, Current Text, vol. 1, sec. C51) and 
Accounting Research Bulletin (ARB) No. 51, Consolidated 
Financial Statements (FASB, Current Text, vol. 1, sec. C51).
• A business combination involving a public business enter­
prise may result in an operating segment subject to the dis­
closure requirements o f FASB Statement No. 131, 
Disclosures about Segments o f an Enterprise and Related In­
formation. In such circumstances, auditors should consider 
the guidance set forth under Auditing Interpretation No. 4 
o f SAS No. 31, Evidential M atter (AICPA, Professional 
Standards, vol. 1, AU sec. 326) “Applying Auditing Proce­
dures to Segment Disclosures in Financial Statements” 
(AICPA, Professional Standards, vol. 1, AU sec. 9326.22). 
See the “New Auditing Interpretations” section for further 
information about this Interpretation.
Executive Summary— Audit Implications of Business Combinations
• This year’s surge in corporate consolidations suggest that auditors 
are more likely to face the numerous and varied issues relating to 
business combinations.
• Auditors should carefully consider the individual circumstances of 
the client to identify the auditing and accounting issues that arise 
out of corporate consolidations.
• Auditors should consider the possible auditing and accounting issues 
that might arise as a result of a business combination, including the 
accounting methods used, effects on internal control, predecessor 
and successor communications, and discontinued operations.
The Year 2000 Issue
What is the year 2000 issue? How will it affect your audits?
The year 2000 issue relates to the inability of many electronic 
data processing (EDP) systems to accurately process year-date 
data beyond the year 1999. This is attributable to the fact that the 
majority o f computer programs in use today were designed to
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store dates in the date/month/year (dd/mm/yy) format, thus al­
lowing only two digits for each date component. So, for example, 
the date December 31, 1998, is stored in most computers as 
12/31/98. Inherent in programming for dates in this manner is 
the assumption that the designation 98  refers to the year 1998. 
Initially developed as a cost-saving technique, this long-standing 
practice of using two-digit-year input fields will cause many com­
puters to treat the entry 00 as 1900. Therefore, such programs 
will recognize the date January 1, 2000 (01/01/00), as January 1, 
1900, and process data incorrectly, or perhaps not at all.
There are other possible complications as well. The year 2000 is a 
leap year. Systems that are not year 2000 ready may not register the 
additional day, thus producing incorrect results for date-related cal­
culations. In addition, certain year 2000 problems may occur this 
year. For example, some software programs may have assigned spe­
cial meanings to entries date coded as xx/xx/98 or xx/xx/99 to allow 
for the testing of software modifications. Therefore, actual transac­
tions using such dates may not be processed correctly or stop func­
tioning. Failures may also take place currently when systems 
perform calculations into or beyond the year 2000.
Unless these year 2000 problems are remedied, significant prob­
lems relating to the integrity of all electronically processed infor­
mation based on time will occur. For example, inventory control 
systems might treat new items as obsolete, receivables may be er­
roneously identified as past due, interest calculations will be in­
correct, paid up insurance policies may be considered expired, 
computerized equipm ent maintenance schedules could be af­
fected, as will expiration dates for credit cards and periodical sub­
scriptions, and so on. To further complicate the issue, even if an 
entity’s computer software and hardware are year 2000 ready, the 
entity may be affected by the computer systems o f customers, 
vendors, or third-party data processing services that have made 
no such modifications.
Clearly, the year 2000 issue has the potential to adversely affect 
the operations of entities that rely, directly or indirectly, on infor­
mation technology. But what are the auditor’s responsibilities for 
the year 2000 issue?
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First, it must be understood that it is the responsibility of an en­
tity’s management to assess and remediate the effects of the year 
2000 issue on an entity’s systems— not the auditor’s. The year 
2000 issue does not create additional responsibilities for the audi­
tor. Under GAAS, the auditor has a responsibility to plan and 
perform the audit to obtain reasonable assurance about whether 
the financial statements are free o f material misstatement, 
whether caused by error or fraud. Thus, the auditor’s responsibil­
ity relates to the detection of material misstatement of the finan­
cial statements being audited, whether caused by the year 2000 
issue or by some other cause.
Auditing guidance relating to the year 2000 issue has been devel­
oped by the Audit Issues Task Force (AITF) of the Auditing Stan­
dards Board (ASB). The AITF has issued the following Auditing 
Interpretations.
• Interpretation No. 4 of AU Section 311, Planning and Su­
pervision, “Audit Considerations for the Year 2000 Issue” 
(AICPA, Professional Standards, vol. 1, AU sec. 9311.38), 
discusses the auditor’s responsibility for the year 2000 
issue, how it affects planning for an audit of financial state­
ments conducted in accordance with GAAS, and under 
what circumstances the year 2000 issue may result in a re­
portable condition under SAS No. 60, Communication o f 
Internal Control Related Matters Noted in an A udit (AICPA, 
Professional Standards, vol. 1, AU sec. 325).
• Interpretation No. 3 of SAS No. 70, Reports on the Process­
ing o f Transactions by Service Organizations (AICPA, Pro­
fessional Standards, vol. 1, AU sec. 324), “Responsibilities 
o f Service Organizations and Service Auditors W ith Re­
spect to Information About the Year 2000 Issue in a Ser­
vice Organization’s Description o f C ontrols,” (AICPA, 
Professional Standards, vol. 1, AU sec. 9324.19), clarifies 
the responsibilities o f service organizations and service 
auditors for information about the year 2000 issue in a 
service organization’s description of controls.
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• Interpretation No. 2 of SAS No. 59, The Auditors Consider­
ation o f an Entity's Ability to Continue as a Going Concern, 
“Effect of the Year 2000 Issue on the Auditor’s Considera­
tion of an Entity’s Ability to Continue as a Going Concern” 
(AICPA, Professional Standards, vol. 1, AU sec. 9341.03) 
provides guidance regarding the identification and evalua­
tion of conditions and events of the kind identified in SAS 
No. 59 that relate to the year 2000 issue.
In addition, the AITF issued attestation interpretation No. 1 of 
SSAE No. 8, Management’s Discussion and Analysis (AICPA, Pro­
fessional Standards, vol. 1, AT sec. 700), “Consideration of the 
Year 2000 Issue W hen Examining or Reviewing Management’s 
Discussion and Analysis” (AICPA, Professional Standards, vol. 1, 
AT sec. 9700.01) that provides guidance on the practitioner’s re­
sponsibility with respect to year 2000 disclosures.
A summary of these interpretations can be found in the “New 
Auditing and Attestation Pronouncements” section of this Audit 
Risk Alert.
Auditors may wish to specifically address the year 2000 issue in 
connection with obtaining an understanding with their client, 
pursuant to SAS No. 83, Establishing an Understanding with the 
Client (AICPA, Professional Standards, AU sec. 310). SAS No. 83 
requires auditors to obtain an understanding with the client 
about the service to be performed, including the objectives and 
limitations of an audit o f financial statements. W ith regard to the 
year 2000 issue, auditors may wish to consider adding language 
such as the following to their engagement letter:
Because many computerized systems use only two digits to 
record the year in date fields (for example, the year 1998 is 
recorded as 98), such systems may not be able to process dates 
accurately in the year 2000 and after. The effects of this problem 
vary from system to system and may adversely affect an entity’s 
operations as well as its ability to prepare financial statements.
An audit of financial statements conducted in accordance with 
generally accepted auditing standards is not designed to detect 
whether the entity’s systems are year 2000 ready. Further, we
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have no responsibility with regard to the Company’s efforts to 
make its systems, or any other systems such as those of the 
Company’s vendors, service providers, or any other third par­
ties, year 2000 ready or provide assurance on whether the 
Company has addressed or will be able to address all of the af­
fected systems on a timely basis. These are responsibilities of 
the Company’s management. However, for the benefit of man­
agement, we may choose to communicate matters that come 
to our attention relating to the year 2000 issue.
The auditor also may wish to consider whether year-2000-related 
problems should be highlighted in his or her management com­
ment letters. Through inquiries o f client personnel, the auditor 
may obtain information regarding the client’s understanding of 
the year 2000 issue and, if applicable, the progress of its year 2000 
project efforts. The auditor may wish to communicate to senior 
management and the audit committee the results of such inquiries 
and any observations regarding the year 2000. However, auditors 
should be cautious in these communications not to imply an as­
sumption of assuring year 2000 readiness.
Depending on the entity’s reliance on date-dependent processing 
and the state of preparedness for the year 2000, the auditor also may 
want to address certain other situations relating to the year 2000 
issue in his or her management letter. Situations such as the follow­
ing may occur.
• The client has not begun to address the year 2000 issue. The 
client recognizes the issue but needs to develop a year 2000 
project plan.
• The client recognizes the issue but needs to assess the effect 
of the year 2000 issue on its systems.
• The client needs to consider the budget and resource im­
plications of the plan.
• The client is not currently meeting its year 2000 project 
plan timetables.
Auditors should also be alert to the numerous accounting con­
siderations that arise out o f the year 2000 issue. For example,
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auditors should consider whether the costs associated with their 
client’s modifications o f com puter systems pursuant to the 
year 2000 issue have been properly accounted for. The EITF has 
considered this matter in EITF Issue No. 96-14, Accounting for  
the Costs Associated w ith M odifying Computer Software fo r the 
Year 2000. This issue addresses accounting for the external and 
internal costs specifically associated with the modification of in­
ternal use computer software for the year 2000. The issue does 
not address purchases of hardware or software that replace exist­
ing software that is not year 2000 ready, nor does it address im­
pairment or amortization issues relating to existing assets. The 
task force reached a consensus that external and internal costs 
specifically associated with modifying internal use software for 
the year 2000 should be charged to expense as incurred. In addi­
tion, EITF Issue No. 97-13, Accounting for Costs Incurred in Con­
nection w ith a Consulting Contract or an Internal Project That 
Combines Business Process Reengineering and Information Technol­
ogy Transformation, provides relevant guidance when an entity’s 
year 2000 project involves business process reengineering.
The year 2000 issue may render certain client assets (such as 
computer hardware and software) obsolete or inoperable. Accord­
ingly, auditors may wish to consider whether the client has prop­
erly accounted for such events by appropriately adjusting useful 
lives, residual values, or both, or recognizing impairment losses 
pursuant to the guidelines set forth under FASB Statement 
No. 121, Accounting for the Impairment o f Long-Lived Assets and  
fo r Long-Lived Assets to Be Disposed O f
Other accounting issues that may arise include the following:
• Revenue recognition principles for software transactions are 
set forth in AICPA Statement of Position (SOP) 97-2, Soft­
ware Revenue Recognition. This SOP provides guidance on 
the amount and timing of revenue recognition in arrange­
ments that may include the presence of specific factors, in­
cluding uncertainty o f customer acceptance; customer 
cancellation privileges; and multiple elements, including 
upgrades and enhancements and postcontract customer 
support. Entities should be aware that the year 2000 issue
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could affect one or more o f these factors and have an unex­
pected effect on future revenue recognition.
• The year 2000 issue may create product warranty and 
product defect liability and product returns issues for soft­
ware and hardware vendors. These vendors should con­
sider FASB Statement No. 5, Accounting for Contingencies, 
paragraphs 24 to 26, if there are product warranty or prod­
uct defect liability issues and FASB Statement No. 48, Rev­
enue Recognition When Right o f Return Exists (FASB, 
Current Text vol. 1, sec. R75), for product return issues.
• Software developers should evaluate arrangements to ad­
dress the year 2000 issue performed for other entities for a 
fee that are being accounted for under SOP 81 -1, Account­
ing fo r Performance o f Construction Type and Certain Pro­
duction Type Contracts. For any contract expected to result 
in a loss, the vendor should record a provision for the en­
tire loss in the period in which it becomes evident.
• FASB Statement No. 86, Accounting fo r the Costs o f Com­
puter Software to Be Sold, Leased, or Otherwise M arketed 
(FASB, Current Text, vol. 1, sec. Co2), is the authoritative 
standard on accounting for costs incurred to produce or 
purchase software that is to be sold, leased, or otherwise 
marketed. O nly certain costs qualify for capitalization 
under this standard. In accordance with the guidance in 
the Statement, a write-down or an acceleration of amorti­
zation may be necessary if estimated future gross sales are 
lower than expected because of the year 2000 issue.
• Inventories o f hardware devices that are not year 2000 
ready would be subject to the lower of cost or market test 
described in ARB No. 43, Restatement and Revision o f Ac­
counting Research Bulletins, chapter 4, paragraph 8 (FASB, 
Current Text, vol. 1, sec. I78).
• In addition to the disclosure requirements under the pro­
nouncements previously mentioned, practitioners should 
be aware o f the requirements o f SOP 94-6, Disclosure o f 
Certain Significant Risks and Uncertainties. Although the
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need for disclosure by an entity depends on facts and cir­
cumstances, disclosure may be required in areas such as im­
pairm ent or amortization o f capitalized software costs, 
inventory valuation, long-term contract accounting, or liti­
gation if it is reasonably possible that the amounts reported 
in the financial statements could change by a material 
amount within one year from the date of the financial state­
ments. Disclosures also may be required of current vulnera­
bility due to certain concentrations if, for example, a 
significant vendor has not satisfactorily addressed the 
year 2000 issue.
Auditors of publicly held companies should consider the guid­
ance set forth by the SEC in its Interpretation entitled “State­
m ent o f the Commission Regarding Disclosure o f Year 2000 
Issues and Consequences by Public Companies, Investment Ad­
visers, Investment Companies, and Municipal Securities Issuers,” 
(the Interpretation). The Interpretation—
• Provides guidance to public companies so they can deter­
mine whether their year 2000 issues are known material 
events, trends, or uncertainties that should be disclosed in the 
Management's Discussion and Analysis of Financial Condi­
tion and Results of Operations (MD&A) section of their dis­
closure documents.
• Sets forth SEC guidance regarding specific matters for com­
panies to address in their MD&A year 2000 issue disclosure.
• Addresses the need for companies to consider the year 2000 
issue in connection with other rules and regulations and 
when they prepare financial statements.
• Reminds registrants that the antifraud provisions of the feder­
al securities laws apply to disclosure about the year 2000 issue.
The Interpretation supersedes the guidance previously set forth in 
the revised Staff Legal Bulletin No. 5. The full text o f the Interpre­
tation can be viewed on the SEC Web site, http://www.sec.gov.
Auditors should also be aware of the risk of litigation relating to 
the year 2000 issue. Some clients may be uninformed about the
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year 2000 issue, while others may underestimate its magnitude. 
Those who mistakenly believe that the year 2000 issue should be 
addressed and resolved as part of the audit process may seek legal 
recourse if that outcome is not achieved. Therefore, auditors may 
wish to educate their clients on the year 2000 issue and its impli­
cations. As previously discussed, auditors may wish to incorporate 
these issues in the engagement letter by outlining the responsibili­
ties of both the client and the auditor. By advising the client and 
planning ahead, auditors may avoid any potential dispute with the 
client, while at the same time offering the opportunity of helping 
the client understand the seriousness of the problem and identify­
ing resources that may be needed to address the issues.
A more comprehensive discussion o f the numerous auditing and 
accounting issues related to the year 2000 issue is presented in the 
AICPA publication “The Year 2000 Issue— Current Accounting 
and Auditing Guidance.3” The publication has been updated for 
recent developments and provides a wealth of information for au­
ditors including discussions relating to the following:
• Introduction to and implication o f the year 2000 issue
• Industry specific considerations
• Financial reporting issues
• Auditing issues
• Disclosure considerations
• Auditor communications
• Practice management issues
This document can be obtained, free of charge, at the AICPA’s 
Web site at http://www.aicpa.org. The AICPA Web site provides 
a year 2000 resource page with links to many useful sites as well.
3 With regard to this publication, the SEC Interpretation on year 2000 issues states 
that “Although the term ‘may’ is used throughout the AICPA’s guidance, perhaps 
suggesting that the guidance is discretionary, we believe that the procedures outlined 
by the AICPA should be considered appropriate practice at this time, and we expect 
companies and their auditors to comply with that guidance. If they do not, they 
should be prepared to justify why the procedures were not followed.”
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Additional inform ation relating to the year 2000 issue is also 
available on the Internet at the following Web sites:
• The National Bulletin Board for the Year 2000 at http:// 
www.year2000.com
• Management Support Technology at http://www.mstnet. 
com/year2000
• National Software Testing Laboratory at http://w w w . 
nstl.com (free downloadable diagnostic program)
In addition, the AICPA publication, Accounting Trends and Tech­
niques— 1998 (009890), contains examples of year 2000 issue fi­
nancial statement disclosures made by publicly held entities.
Executive Summary— The Year 2000 Issue
• Unless corrective actions are taken, the year 2000 may cause ac­
counting and financial information systems to produce inaccurate 
date related output.
• The AITF has issued Interpretations providing guidance to auditors 
on the year 2000 issue.
• Auditors may wish to include references to the year 2000 issue in 
their engagement and management letters.
• Auditors should consider client accounting for the year 2000 issue 
pursuant to such pronouncements as EITF Issue No. 96-14; SOP 
Nos. 81-1, 94-6, and 97-2; ARB 43; and FASB Statement Nos. 5, 
48, 86, and 121. For publicly held entities, SEC rules and regula­
tions should be considered.
• Auditors should be alert to the litigation threats that may arise from 
the year 2000 issue.
A Change of Auditors
What are the responsibilities of predecessor and successor auditors 
under the new auditing standard?
W ith the increasing level o f consolidation activity comes a corre­
sponding increase in changes in auditors. Thus, auditors may be 
more likely to find themselves in either the role of a predecessor or 
successor auditor this year. SAS No. 84, Communications Between
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Predecessor and Successor Auditors (AICPA, Professional Standards, 
vol. 1, AU sec. 315), which superseded SAS No. 7 o f the same 
name, provides guidance in communications between predecessor 
and successor auditors when a change o f auditors is in process or 
has taken place.
To begin with, SAS No. 84 redefines the terms predecessor and 
successor auditors. A predecessor auditor (the predecessor) is de­
fined as an auditor who—
1. Has reported on the most recent audited financial state­
ments or was engaged to perform but did not complete an 
audit of any subsequent financial statements.
2. Has resigned, declined to stand for reappointm ent, or 
been notified that his or her services have been, or may be, 
terminated
A successor auditor (the successor) is defined as an auditor who is con­
sidering accepting an engagement to audit financial statements but 
has not communicated with the predecessor auditor, as required by 
SAS No. 84, and to an auditor who has accepted such an engagement.
SAS No. 84 cites as a necessary procedure on the part o f the suc­
cessor, the inquiry of the predecessor. The successor, upon receiv­
ing permission from the prospective client, should make specific 
and reasonable inquiries of the predecessor regarding matters that 
will assist the successor in determining whether to accept the en­
gagement. Though the successor may consider making any rea­
sonable inquiry, SAS No. 84 requires that matters subject to 
inquiry should include the following:
• Information that might bear on the integrity of management
• Disagreements with management as to accounting princi­
ples, auditing procedures, or other similarly significant matters4
4 The SEC’s Chief Accountant noted at the July 9, 1998, joint meeting of the AICPA 
SEC Regulations Committee with the SEC staff that a successor auditor who agrees 
with the proposed accounting treatment that led to the resignation or dismissal of a 
predecessor auditor should contact the SEC staff prior to accepting the audit en­
gagement. He added that the staff would be “very interested and concerned” if a suc­
cessor auditor allowed an accounting treatment that a predecessor auditor did not.
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• Communications to audit committees or others with equiv­
alent authority and responsibility regarding fraud, illegal acts 
by clients, and internal-control-related matters
• The predecessor’s understanding as to the reasons for the 
change o f auditors
The predecessor should respond promptly and fully to the suc­
cessor’s reasonable inquiries. If, due to unusual circumstances, the 
predecessor decides to offer a limited response, this fact should be 
clearly stated. The successor should consider the implications of a 
limited response in deciding whether to accept the engagement.
SAS No. 84 also states that the successor should request the client 
to authorize the predecessor to allow a review of his or her work­
ing papers. (An illustrative client consent and acknowledgement 
letter documenting this authorization is included in SAS No. 84). 
The successor’s review of the predecessor’s working papers may 
affect the nature, timing, and extent of the successor’s procedures 
with respect to the opening balances and consistency of account­
ing principles. However, the work performed and the conclusions 
reached are solely the responsibility o f the successor. The prede­
cessor should ordinarily permit the successor to review his or her 
working papers, but SAS No. 84 provides that the extent, if any, 
to which a predecessor permits access to the working papers is a 
matter of judgment.
SAS No. 84 also discusses audits of financial statements that have 
been previously audited, as well as providing communications 
guidance when possible misstatements are discovered in financial 
statements reported on by a predecessor auditor. Auditors who 
find themselves in the role of predecessor or successor auditors 
should refer to the full text o f SAS No. 84 to determine the extent 
o f their responsibilities under GAAS. SAS No. 84 became effec­
tive with respect to the acceptance o f engagements after 
March 31, 1998.
Executive Summary— A Change of Auditors
• The increase in consolidation activity this year suggests that auditors 
will be more likely to become successor or predecessor auditors.
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• SAS No. 84 provides guidance on communications between prede­
cessor and successor auditors.
• SAS No. 84 also addresses issues such as a review of predecessor 
working papers, previously audited financial statements, discovery of 
misstatements by the successor, as well as providing illustrative let­
ters for predecessor-or-successor-related communications.
Improper Revenue Recognition
What factors are frequently cited in cases involving improper 
revenue recognition? What factors might indicate an intentional 
misstatement of revenues? How are side-agreements used to 
improperly recognize revenues?
High-profile incidents of improper revenue recognition reported 
during 1998 should serve to remind auditors o f the significant 
risks that may be associated with this area of the financial state­
ments. Auditors should consider whether what appear to be rou­
tine revenue transactions have been properly accounted for; 
however, greater levels o f audit risk may more likely be associated 
with unusual or complex revenue transactions, especially those 
that occur at or near the end o f a reporting period. Therefore, au­
ditors should have a sufficient understanding of the nature of the 
entity’s business to be able to distinguish routine transactions 
from those that are unusual or complex.
Auditors should be alert for significant unusual or complex trans­
actions, especially those that occur at or near the end of a report­
ing period. Also suspect are high volumes o f revenues recognized 
in the last few weeks—or days—of a reporting period. The follow­
ing are examples of additional circumstances of concern to audi­
tors regarding the issue of recognition of revenue:
• Sales for which the customer has a right to return the goods
• Partial shipments if the portion not shipped is a critical 
component o f the product
• Revenue transactions with related parties
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• Lack of involvement by the accounting or finance depart­
ment in unusual or complex sales transactions
• Sales in which evidence indicates the customer's obligation 
to pay for the merchandise depends on the following:
— Receipt o f financing from another party
— Resale to another party (meaning, sale to distributor, or 
a consignment sale)
— Fulfillment by the seller of material unsatisfied conditions
— Final acceptance by the customer following an evalua­
tion period
• Existence of longer than usual payment terms or install­
ment receivables
• Sales terms do not comply w ith the company’s normal 
policies
• Sales that require substantial continuing vendor involve­
ment after delivery o f merchandise (for example, software 
sales requiring installation, debugging, extensive modifica­
tions, or other significant support commitments)
• Shipments o f merchandise to customers w ithout proper 
authorization from the customer
• Shipments of merchandise to company-owned warehouses
• Billing fictitious customers
• Shipments made on canceled or duplicate orders
• Pre-invoicing of goods in process of being assembled or in­
voicing prior to or in the absence o f actual shipment
Not all instances of improper revenue recognition involve the in­
tentional misstatement of the financial statements. Management's 
use of aggressive accounting policies may reflect their understand­
ing o f the substance of the transactions and the consistency with 
which their policies reflect industry practices. Others with an in­
dependent perspective (such as auditors or regulators) may deter­
mine that such accounting policies are inappropriate. Thus,
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auditors should be aware of the possibility that revenues are mis­
stated even if there is no indication that management might in­
tend to deceive. However, auditors also should consider whether 
there is a risk that the entity has intentionally misstated the finan­
cial statements.
W hat factors might indicate an intentional misstatement of rev­
enues? Statement on Auditing Standards No. 82, The Auditor’s 
Consideration o f  Fraud in a Financial Statement Audit (AICPA, 
Professional Standards, vol. 1, AU sec. 316), requires auditors to 
assess the risk o f material misstatement o f the financial state­
ments due to fraud. As a part o f that assessment, the auditor is re­
quired to consider whether fraud risk factors are present. The 
following are examples of fraud risk factors included in SAS 
No. 82 that are relevant to the audit of revenues.
• There is a motivation for management to engage in fraud­
ulent financial reporting. Specific indicators might include 
the following:
— A significant portion of management’s compensation is 
represented by bonuses, stock options, or other incen­
tives, the value of which is contingent upon the entity 
achieving unduly aggressive targets for operating re­
sults, financial position, or cash flow.
— M anagement is excessively interested in m aintaining 
or increasing the entity’s stock price or earnings trend 
through the use of unusually aggressive accounting 
practices.
— Management makes a practice of committing to analysts, 
creditors, and other third parties to achieve what appear 
to be unduly aggressive or clearly unrealistic forecasts.
• Management fails to display and communicate an appro­
priate attitude regarding internal control and the finan­
cial reporting process. Specific indicators might include 
the following:
— An ineffective means of communicating and supporting 
the entity’s values or ethics, or communication o f inap­
propriate values or ethics
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— Unduly aggressive financial targets and expectations set 
by management for operating personnel
-  A significant disregard by management for regulatory 
authorities
• Rapid changes occur in the industry, such as high vulner­
ability to rapidly changing technology or rapid product 
obsolescence.
• There is an inability to generate cash flows from operations 
while reporting earnings and earnings growth.
• Assets, liabilities, revenues, or expenses are based on signifi­
cant estimates that involve unusually subjective judgments 
or uncertainties, or are subject to potential significant change 
in the near term in a manner that may have a financially 
disruptive effect on the entity such as ultimate collectibil­
ity of receivables, timing o f revenue recognition, realizabil­
ity of financial instruments based on the highly subjective 
valuation o f collateral or difficult-to-assess repayment 
sources, or significant deferral of costs.
• U nusually rapid growth or profitability, occurs espe­
cially com pared w ith  tha t o f o ther com panies in the 
same industry.
• Unrealistically aggressive sales or profitability incentive 
programs exist.
If these or other fraud risk factors are present, the auditor is re­
quired to make certain considerations, as outlined in SAS No. 82. 
Above all, the auditor should maintain an appropriate attitude of 
professional skepticism. Specific responses to these risks might in­
clude the assignment of more senior or experienced personnel to 
plan and perform the auditing procedures related to revenues, in­
creased sensitivity in the selection of the nature and extent o f doc­
um entation to be examined, and increased recognition o f the 
need to corroborate management explanations or representations. 
Additional guidance on the response to the presence o f fraud risk 
factors is contained in SAS No. 82 and in the AICPA publication,
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Considering Fraud in a Financial Statement Audit: Practical Guid­
ance for Applying SAS No. 82 (Product no. 008883).
How are side agreements used to improperly recognize revenues? 
One specific example of fraudulent financial reporting involves the 
use of side-agreements— agreements hidden from the entity’s board 
of directors and outside auditors. Side-agreements are used to alter 
the terms and conditions of recorded sales transactions to entice 
customers to accept delivery of goods and services. They may cre­
ate obligations or contingencies relating to financing arrange­
ments or to product installation or customization that may relieve 
the customer of some of the risks and rewards of ownership.
Typically, very few individuals within an entity are aware o f the 
use of side-agreements. Although side-agreements may be diffi­
cult to discover, auditors should consider their possible exis­
tence. SAS No. 82 states that, “If  there is a risk o f material 
m isstatem ent due to fraud that may involve or result in im ­
proper revenue recognition, it may be appropriate to confirm 
with customers certain relevant contract terms and the absence 
of side-agreements— inasmuch as the appropriate accounting is 
often influenced by such terms or agreements. For example, ac­
ceptance criteria, delivery and payment terms and the absence of 
future or continuing vendor obligations, the right to return the 
product, guaranteed resale amounts, and cancellation or refund 
provisions often are relevant in the circumstances.” Because it is 
unlikely that alternative procedures to nonreplies will provide 
information relevant to the existence o f side-agreements, audi­
tors should make reasonable efforts to obtain responses.
W hat kinds o f auditing procedures will help uncover the im ­
proper recognition o f revenue? The following are examples of 
procedures auditors can apply to the audit o f revenues.
Planning
As mentioned earlier, it is im portant for the auditor to under­
stand the client’s industry and business. The understanding 
would include the kinds o f products and services sold, and the 
client’s terms and the industry’s customary terms over their sales.
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The auditor also obtains an understanding of the controls sur­
rounding the shipment of goods and the recognition of revenue.
Assignment of Personnel
Unusual or complex sales contracts may call for consideration by 
more experienced audit personnel.
Physical Observation
In connection with the observation of inventories at the end of a 
reporting period, auditors frequently obtain information pertain­
ing to the final shipments of goods made during the period. This 
information later is compared to the client’s sales records to de­
termine whether a proper cut-off o f sales occurred. Additional 
procedures include inspecting the shipping areas at the observa­
tion site and making inquiries about whether goods in the ship­
ping area will be included in inventory. If  they are not to be 
included in inventory, the auditor may need to obtain informa­
tion about the nature of the goods and the quantities, and make 
additional inquiries of management. Auditors also might inspect 
the site to determine if any other inventory has been segregated.
Inquiry o f Relevant Personnel
In many instances, particularly those involving unusual or complex 
transactions, the auditor should consider making inquiries of mar­
keting, inventory control personnel, and other client personnel fa­
miliar with the transactions to gain an understanding of the nature 
o f the transactions and any special terms that may be associated 
with them. Inquiries of legal staff also may be appropriate. In some 
circumstances, the auditor may wish to obtain written representa­
tives from such personnel.
Analytical Procedures
Well-planned and detailed analytical procedures used in planning 
the audit and as substantive tests can identify situations that war­
rant additional consideration. Examples of these procedures in­
clude monthly or weekly analyses of sales volume, comparison of 
sales volume to prior periods, ratio of sales in the last month or
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week to total sales for the quarter or year, and the client’s record 
of making or exceeding budgeted sales amounts.
Confirmations
Standard confirmation requests (confirming only the outstanding 
balance) alone do not always provide sufficient evidence that only 
appropriate revenue transactions have been recorded. Auditors 
should consider the need to confirm significant terms o f con­
tracts and whether to inquire about the existence of oral or writ­
ten contract modifications (side-agreements).
Reading and Understanding the Contracts
In many entities, the majority of sales are made pursuant to stan­
dard terms and is not evidenced by other than the normal purchase 
orders and shipping documentation. In addition to understanding 
the client's normal terms of sale, the auditor should read and un­
derstand contracts related to those significant transactions that are 
unusual or complex. In some entities, the majority of revenues are 
comprised of complex transactions evidenced by individual con­
tracts. In these circumstances, the need for the auditor to read and 
understand individual contract terms may be increased.
Executive Summary— Improper Revenue Recognition
• High-profile incidents of improper revenue recognition reported 
during 1998 should serve to remind auditors of the significant risks 
that may be associated with this area.
• Auditors should be alert for significant unusual or complex transac­
tions, especially those that occur at or near the end of a reporting 
period, along with a variety of other circumstances that may raise 
concerns about improper revenue recognition.
• Auditors should be alert to the possible existence of side-agreements, 
agreements hidden from the entity’s board of directors and outside 
auditors that may have an impact revenue recognition.
• Auditors should consider the issue of revenue recognition with re­
gard to its impact on engagement planning, assignment of person­
nel, physical observation, inquiry of relevant personnel, analytical 
procedures, confirmations, and reading and understanding contrac­
tual arrangements.
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Europe’s New Reporting Currency— The Euro
What will be the impact of Europe’s adoption of a new reporting currency?
O n January 1, 1999, the European Economic and M onetary 
Union (EMU) goes into effect. Under the EMU, only one re­
porting currency will exist— the Euro. From that point on, every 
entity that trades with or has subsidiaries in Europe will be af­
fected by the change to a common currency.
Under the current system, published currency exchange rates 
and cross-currency exchange rates are used to convert, for exam­
ple, the U.S. dollar into the German Deutschem ark and the 
Deutschemark into the French franc, respectively. Under the 
new system (a process called triangulation), the old currencies 
will continue to exist for a three-and-a half year transition 
period, but the only published exchange rates will be that of 
the Euro. Accordingly, the conversion o f U.S. dollars to 
Deutschemarks will involve an intermediate step— first dollars 
to Euros using published exchange rates, then Euros to 
Deutschemarks using official published conversion rates (which 
will be finalized on December 31, 1998).
The implications for computerized accounting systems is clear. 
All software designed for the current system will have to be mod­
ified to convert, for example, U.S. dollars to Euros (using daily 
exchanges rates), and then to convert the Euro into the national 
currency, such as the Deutschemark. Although there is uncer­
tainty as to the cost and impact o f the EMU on financial infor­
m ation systems, some are predicting that it may be more 
demanding than the year 2000 issue. In addition, addressing the 
problem may be difficult, given that a significant level of technol­
ogy-related resources are now being allocated to resolve the 
year 2000 issue.
Many U.S. companies have paid little attention to the implications 
of the Euro— which are numerous and detailed— because they are 
focusing on year 2000 problems. Accordingly, auditors should con­
sider the increased risks that may be associated with this issue. For 
auditors of entities issuing calendar year-end financial statements, 
the impact of the Euro will likely be limited to type II subsequent
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events that may require financial statement disclosure, as dis­
cussed in “Subsequent Events” (AICPA, Professional Standards, 
vol. 1, AU sec. 560). However, auditors of entities issuing finan­
cial statements for fiscal years ending after January 1, 1999, 
should consider the following:
1. The audit risks that may be associated w ith manage­
ment’s accounting for foreign-currency transactions involv­
ing the Euro,
2. Control risk assessment relating to the Euro, such as 
revamped inform ation systems or changes in foreign 
operations,
3. The fraud risk factors that might arise with the adoption of 
the Euro, along with the adequacy of financial statement 
disclosures that may be required in the circumstances
FASB Staff Announcement, Topic D -71, Accounting Issues Relat­
ing to the Introduction o f  the European Economic and Monetary 
Union (EMU), discusses upgrade costs for projects to adapt infor­
mation systems software for the Euro, and the preparation of 
comparative financial statements if there has been a change in re­
porting currency to the Euro. In addition, the SEC’s Divisions of 
Corporation Finance, Market Regulation, and Investment M an­
agement issued Staff Legal Bulletin No. 6, which provides guid­
ance on Euro-conversion-related issues such as the disclosure 
requirements that could arise.
SEC Concerns
What are some of the recurring auditing and accounting issues of 
concern to the SEC?
During informal discussions with representatives of the AICPA, 
the SEC staff have expressed concerns with regard to certain re­
curring auditing and accounting issues that they have encoun­
tered. Auditors o f entities subject to the SEC reporting 
requirements may wish to consider the issues discussed below.
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Disclosures About Restructuring Charges and 
Liabilities Recognized in Connection With Purchase 
Business Combinations
W hen liabilities are accrued in accordance with the guidance in 
EITF Issues Nos. 94-3, Liability Recognition for Certain Employee 
Termination Benefits and Other Costs to Exit an Activity (including 
Certain Costs Incurred in a Restructuring), and 95-3, Recognition o f  
Liabilities in Connection with a Purchase Business Combination, cer­
tain disclosures are required. The thresholds for making the required 
disclosures are related to the materiality of the amounts accrued or 
the significance of the activities that will not be continued. There­
fore, when the disclosure thresholds have been met, all the disclo­
sures are required, not just those that are individually material.
Some o f the disclosures are required until the plan o f termination is 
completed or until all actions under a plan to exit an activity or in­
voluntarily terminate employees o f an acquired company have 
been fully executed. For instance, under EITF Issue No. 94-3, the 
amount of actual termination benefits paid and charged against the 
liability and the number o f employees actually terminated as a re­
sult of the plan to terminate the employees must be disclosed. The 
amount of any adjustments to the liability also must be disclosed.
The SEC staff have observed an increasing frequency o f subse­
quent reductions to restructuring liabilities, which suggests that 
management may be “providing a cushion” in establishing such 
reserves. W hen reviewing management’s accruals, auditors should 
be aware of the kinds of charges that are allowed to be accrued for 
pursuant to EITF Issue Nos. 94-3 and 95-3 (and other relevant 
accounting literature, as appropriate), and be mindful that man­
agement’s estimates are not overly conservative.
Additionally, the SEC staff have stated that liabilities accrued in 
accordance with EITF Issues Nos. 94-3 and 95-3 are valuation ac­
counts that should be disclosed on Schedule VIII, Valuation and 
Qualifying Accounts, of SEC Registrants’ annual reports filed on 
Form 10-K.
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Accounting for Impairment of Long-Lived Assets
FASB Statem ent No. 121, Accounting fo r  the Im pairment o f  
Long-Lived Assets and for Long-Lived Assets to Be Disposed O f  re­
quires entities to review long-lived assets and certain identifi­
able intangibles for impairment whenever events or changes in 
circumstances indicate that the carrying amount of an asset may 
not be recoverable. The Statement provides examples o f events 
or changes in circumstances that indicate that the recoverability 
o f the carrying am ount of an asset should be assessed. The SEC 
staff have identified instances in which they believe the ac­
counting guidance in FASB Statement No. 121 has been ap­
plied inappropriately. For example, a significant change in the 
manner in which an asset is used may initiate management’s as­
sessment and the recognition of an impairment loss. The SEC 
staff believe some of these charges are the result of the failure of 
management to make appropriate and timely changes to depre­
ciable lives needed as a result o f other events— general eco­
nomic or industry conditions, for example— that may cause the 
rem aining estim ated useful lives o f assets to decrease. Such 
changes should be accounted for as changes in estimates in ac­
cordance w ith APB O pinion 20, Accounting Changes. APB 
Opinion 20 specifically lists service lives of depreciable assets as 
an example of items for which estimates are necessary. Auditors 
may wish to discuss with management the procedures used to 
periodically monitor the remaining estimated useful lives of sig­
nificant classes of long-lived assets.
Communicating With the Audit Committee
SAS No. 61, Communication With A udit Committees (AICPA, 
Professional Standards, vol. 1, AU sec. 380), requires auditors to 
determine that certain matters related to the conduct of an audit 
are communicated to those who have responsibility for oversight 
of the financial reporting process. Communication about signifi­
cant accounting policies is one of the matters outlined in SAS 
No. 61. In some recent instances in which the SEC staff have 
questioned the accounting used by a registrant, the SEC staff 
have found that neither the auditor nor management had con­
sulted with the registrant's audit committee prior to meeting with
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the SEC staff to discuss the accounting. Although for a variety o f  
reasons, including timing, this situation may not be indicative of 
a violation of the auditing standards, the SEC staff suggest that 
this situation is not desirable. They strongly recommend that 
management discuss significant issues raised by SEC staff with 
both the auditor and the audit committee. In situations in which 
the auditor will participate in discussions with the SEC staff and 
management, it is advisable for the auditor to participate in any 
discussions management has with the audit committee or be ap­
prised of the substance o f those discussions.
The following is an excerpt from SAS No. 61.
Significant Accounting Policies
.07 The auditor should determine that the audit committee 
is informed about the initial selection of and changes in sig­
nificant accounting policies or their application. The audi­
tor should also determine that the audit committee is 
informed about the methods used to account for significant 
unusual transactions and the effect of significant accounting 
policies in controversial or emerging areas for which there is 
a lack of authoritative guidance or consensus. For example, 
significant accounting issues may exist in areas such as rev­
enue recognition, off-balance-sheet financing, and account­
ing for equity investments.
Other Practice Issues
Make Audits Pay
How can auditors adopt a business adviser approach to add value to 
their audits?
As a mature product, the audit has some attributes o f a commod­
ity, distinguishable to many clients only on the basis of price. Ac­
cordingly, many CPAs are recognizing the need to broaden their 
audit practice by providing consulting services to their clients. But 
what approach should auditors use to enter the consulting field?
One choice is the business adviser approach. This approach pro­
vides clients with consulting services driven by customer need.
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Although the most common tack is to develop a consulting prod­
uct first, and then try to sell that product to the audit client, the 
business adviser approach starts by identifying customer needs. 
Once those needs have been identified, specific guidance is pre­
sented to the client. This allows the auditor to provide the client 
with total business solutions that are more valuable than off-the- 
shelf consulting products.
The business adviser approach uses the audit to understand the 
client and identify needs across a broad range o f business issues. 
The auditor using the business adviser approach should—
• Understand the client’s business processes, not just the 
client’s accounting systems.
• Analyze the client’s industry according to how it affects 
the client’s business plan, in addition to how it affects 
audit risk.
• Identify client needs across a broad range of business issues 
and offer suggestions for addressing those needs.
• Engage the client in a dialogue about broad business mat­
ters, in addition to matters of audit significance.
These procedures will identify not only new consulting opportu­
nities, the deeper insights gained into client operations will also 
improve audit effectiveness and efficiency.
W ith this knowledge in hand, the auditor can use existing firm 
resources, including the relationship with the client, knowledge 
of the client and the industry in which it operates, and in-firm ex­
pertise, to incrementally and selectively build a consulting prac­
tice. Auditors can build on strengths and skills they already have 
in areas in which business owners would most naturally look to a 
CPA for advice, such as cost analysis and reduction, internal con­
trol, information management, and technology.
The basic steps in the business adviser process are the following.
• Target selected clients. Choose those clients from which a 
reasonable return on investment can be expected,
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• Develop a strategy with the audit team. Develop a tentative 
plan for identifying client needs,
• Conduct a dialogue with the client. Meet with the client to dis­
cuss plans for implementing the business adviser program,
• Conduct the audit considering client needs. Perform the 
audit and identify client needs while developing possible 
solutions over a wide range of business issues.
For further information on this subject, the AICPA publication, 
“Make Audits Pay: Leveraging the Audit into Consulting Services,” 
provides a detailed roadmap for auditors interested in adopting 
the business adviser approach for providing consulting services to 
their clients. Included in the book are diagnostic practice aids to 
help identify client needs along with recommended solutions. 
This publication will be available in early 1999.
Assurance Services
What are assurance services?
The AICPA’s Special Com m ittee on Assurance Services (the 
Committee), whose charge was to assess the economics of audit­
ing and its likely future, concluded that financial statement au­
diting is no longer a growth industry. In response, after extensive 
research, the Committee concluded that there are opportunities 
for additional work in the audit tradition, suggesting that a wider 
variety of assurance engagements could be offered. The Commit­
tee defines these assurance services as independent professional 
services that improve the quality of information or its context for 
decision makers. This information can be financial or nonfinan­
cial, historical or prospective. In recognition of the importance of 
assurance services, the ASB has established a strategic initiative to 
broaden the utility o f the attestation standards to facilitate new 
assurance services that respond to emerging user needs.
The Com m ittee has identified six new assurance services for 
which business plans were developed. The business plans assessed 
the market potential of each service, and identified the steps that
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CPAs should take to begin offering these services. The services 
identified by the Committee are the following.
• Risk assessment. This service provides assurance that an en­
tity’s profile of business risks is comprehensive and evalu­
ates whether the entity has appropriate systems in place to 
effectively manage those risks.
• Business performance measurement. This service evaluates 
whether an entity’s performance measurement system con­
tains relevant and reliable measures for assessing the degree 
to which the entity’s goals and objectives are achieved.
• Information systems reliability. This service assesses whether 
an entity’s internal inform ation systems (financial and 
nonfinancial) provide reliable information for operating 
and financial decisions.
• Electronic commerce. This service assesses whether the sys­
tems and tools used in electronic commerce provide appro­
priate data integrity, security, privacy, and reliability.
• Health care performance measurement. This service provides 
assurance about the effectiveness o f health care services 
provided by health maintenance organizations, hospitals, 
doctors, and other providers.
• ElderCare. This service assesses whether specified goals re­
garding care for the elderly are being met by various care­
givers. The AICPA publication CPA ElderCare: A  
Practitioner’s Resource Guide (002504) provides valuable in­
formation to assist in conducting this kind of assurance 
service engagement.
Seven other assurance services, viewed as good opportunities 
but for which the Committee did not develop business plans, 
have also been described. They are policy compliance, trading 
partner accountability, mergers and acquisitions, outsourced 
internal auditing, ISO 9000, Association for Investment M an­
agement and Research (AIMR) compliance, and W orld Wide 
Web assertions.
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The Assurance Services Executive Com m ittee was given the 
charge of carrying on the work of the Special Committee on As­
surance Services in identifying and developing new assurance ser­
vices for the profession. Readers should refer to the AICPA Web 
site at http://www.aicpa.org for the full report o f the Special com­
mittee on Assurance services. In addition, the AICPA is hoping 
to develop a new series o f Alerts during 1999 that address the 
emerging practice area o f assurance services.
Strategic Initiative of the ASB
What are the Auditing Standards Board’s operating priorities for the 
coming years?
In recognition of the many challenges facing the profession, the 
ASB undertook to consider its priorities and establish a set of ini­
tiatives to serve as a planning tool for its activities over the next 
few years. In developing these strategic initiatives, the ASB, 
through its Horizons Task Force, considered major trends affect­
ing the profession, notably the following:
• The impact of information and communications technol­
ogy, internationalism, and the inroad o f non-CPAs into 
the provision of assurance services
• Significant recent recommendations from both within and 
outside the profession
• The strategic initiatives adopted by the AICPA
The result o f the task forces deliberation was a document titled 
“Horizons for the Auditing Standards Board— Strategic Initia­
tives Toward the Twenty-First C entury” (Horizon report), in 
which the ASB defines the following priorities for its operational 
plan over the next three to five years.
1. Improve the core audit service to serve the public, the pre­
parers, and the profession through the following:
— The use o f information technology, with the ultimate 
objective o f providing real-time assurance on the sys­
tems and processes that generate outputs
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-  An improvement in meeting public expectations about 
audit assurance, including evaluation of the efficacy of 
the fraud standard
-  The delivery o f value-added services to enhance and 
differentiate audit engagements
2. Broaden the utility of the attestation standards to facilitate 
new assurance services that respond to emerging user 
needs. Key actions are to do the following.
-  Establish a framework for attestable measurement crite­
ria for use by industry associations, regulatory bodies, 
and others to facilitate development of new attestation 
services.
-  Increase the understandability and flexibility of the at­
testation model.
3. Significantly strengthen the ASB's leadership role in devel­
oping international auditing standards and quality control 
processes that meet the needs of a global marketplace. A sub­
committee of the ASB will be created to do the following.
-  Participate directly in, or identify U.S. volunteer partic­
ipants for, the development o f specific International 
Standards on Auditing (ISAs).
-  Identify and promote opportunities for joint projects 
with other audit or attest standards setters.
-  Recom m end changes regarding significant differ­
ences between U.S. and international auditing and 
attestation standards and the processes by which they 
are developed.
-  Recommend changes regarding significant differences 
between U.S. and international standards and processes 
regarding professional qualification, quality control, 
ethical standards, and peer review.
-  Develop a strategy for the eventual endorsement of in­
ternational auditing standards.
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4. Enhance the utility of audit and attest guidance by imple­
menting process improvements in ASB operations. ASB 
actions will include the following.
— Simplify and clarify the various kinds of guidance and 
enhance their accessibility.
— Implement process improvements in ASB operations.
The ASB’s Horizon report can be viewed in its entirety at the 
AICPA’s Web site at http://www.aicpa.org/members/div/audit- 
std/horizon/index.htm.
New Auditing and Attestation Pronouncements
What new auditing and attestation pronouncements have been issued 
this year?
New Auditing Standards
SAS No. 86, Amendment to Statement on Auditing 
Standards No. 72, Letters fo r Underwriters and Certain 
Other Requesting Parties
SAS No. 86, Amendment to Statement on Auditing Standards 
No. 72, Letters for Underwriters and Certain Other Requesting 
Parties (AICPA, Professional Standards, vol. 1, AU sec. 634) was 
issued in March 1998 by the ASB to reflect the issuance of SSAE 
No. 8, Management’s Discussion and Analysis (AICPA, Professional 
Standards, vol. 1, AT sec. 700). SAS No. 86 allows practitioners 
that have examined or reviewed M D&A in accordance with the 
provisions of SSAE No. 8 to state that fact in the introductory 
section of the comfort letter (a special agreed-upon procedures re­
port that may be issued in connection with a securities offering) 
and attach a copy of the SSAE No. 8 report to the comfort letter. 
SAS No. 86 presents examples of comfort letters that contain ref­
erences to either an examination of annual M D&A or a review of 
interim MD&A. SAS No. 86 is effective for comfort letters is­
sued on or after June 30, 1998.
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SAS No. 87, Restricting the Use o f an Auditor's Report
SAS No. 87, Restricting the Use o f  an Auditors Report (AICPA, 
Professional Standards, vol. 1, AU sec. 532), was issued in Septem­
ber 1998 by the ASB and is effective for reports issued after De­
cember 31, 1998. SAS No. 87 provides guidance to auditors in 
determining whether an engagement requires a restricted-use re­
port and, if so, what elements to include in that report. The SAS 
states that an auditor should restrict the use of a report if the fol­
lowing occur.
• The subject matter of the auditors report or the presenta­
tion being reported on is based on measurement or disclo­
sure criteria contained in contractual agreements or 
regulatory provisions that are not in conformity with GAAP 
or other comprehensive basis of accounting (OCBOA).
• The accountant’s report is based on procedures that are 
specifically designed and performed to satisfy the needs of 
specified parties who accept responsibility for the suffi­
ciency of the procedures.
• The auditor's report is issued as a by-product of a financial 
statement audit and is based on the results of procedures 
designed to enable the auditor to express an opinion on the 
financial statements taken as a whole, not to provide assur­
ance on the specific subject matter of the report.
In addition to describing the circumstances in which the use of 
an auditor’s report should be restricted, SAS No. 87, among 
other things, defines the terms general use and restricted use, 
specifies the language to be used in restricted-use reports, and 
requires an auditor to restrict a single combined report if it covers 
subject matter or presentations that ordinarily do not require a re­
striction on use and subject matter or presentations that require 
such a restriction. It permits auditors to include a separate general- 
use report in a document that also contains a restricted-use report.
SAS No. 21, Segment Information— Rescinded
SAS No. 21, Segment Information (AICPA, Professional Standards, 
vol. 1, AU sec. 435) contained guidance for auditing disclosures
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made in accordance with the provisions o f FASB Statement 
No. 14, Financial Reporting for Segments o f  a Business Enterprise 
(FASB, Current Text, vol. 1, sec. S20). FASB Statement No. 14 
was superseded upon the issuance of FASB Statement No. 131, 
Disclosures about Segments o f  an Enterprise and Related Information 
(FASB, Current Text, vol. 1, sec. S30), which is effective for fiscal 
years beginning after December 15, 1997 with earlier application 
encouraged. Accordingly, the ASB has rescinded SAS No. 21 
effective for audits o f financial statements to which FASB 
Statement No. 131 has been applied. In its place, Auditing 
Interpretation No. 4 of SAS No. 31, Evidential Matter, “Applying 
Auditing Procedures to Segment Disclosures in Financial State­
ments,” has been issued. See the “New Auditing Interpretations” 
section of this Audit Risk Alert for a more detailed discussion of 
the new Interpretation.
Statements of Position issued this year by the ASB are included in 
the section entitled “New AICPA Statements of Position” in this 
Audit Risk Alert.
And don’t forget the following ASB pronouncements that be­
came effective during 1998:
• SAS No. 83, Establishing an Understanding With the Client 
(Effective for engagements for periods ending on or after 
June 15, 1998)
• SAS No. 84, Communications Between Predecessor and Suc­
cessor Auditor (Effective for engagements accepted after 
March 31, 1998)
• SAS No. 85, Management Representations (AICPA, Profes­
sional Standards, vol. 1, AU sec. 333) (Effective for audits 
o f financial statements for periods ending on or after 
June 30, 1998)
• SSAE No. 7, Establishing an Understanding With the 
Client (AICPA, Professional Standards, vol. 1, AT sec. 100) 
(Effective for engagements for periods ending on or after 
June 15, 1998)
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New Attestation Standard
SSAE No. 8, Management’s Discussion and Analysis. Issued by 
the ASB in March 1998, SSAE No. 8 (AICPA, Professional Stan­
dards, vol. 1, AT sec. 700) provides guidance to a practitioner on 
the performance of a review or examination of MD&A prepared 
pursuant to the rules and regulations of the SEC. The presenta­
tion o f M D& A in annual reports to shareholders and in other 
documents constitutes a written assertion upon which an attest 
engagement may be performed. Specifically, SSAE No. 8 provides 
the following:
• Conditions for engagement performance for both exami­
nations and reviews of MD&A
• Extensive guidance on planning, performing, and report­
ing on examinations and reviews of MD&A
• A comparison of activities performed for engagements cov­
ered by SAS No. 8, Other Information in Documents Con­
taining Audited Financial Statements (AICPA, Professional 
Standards, vol. 1, AU sec. 550), w ith those performed 
under SSAE No. 8
SSAE No. 8 became effective upon issuance.
In September 1998, the ASB voted to issue the exposure draft 
Amendments to SSAE No. 1, Attestation Standards; SSAE No. 2, 
Reporting on an Entity's Internal Control Over Financial Reporting; 
SSAE No. 3, Compliance Attestation as a final standard. See the 
“Exposure Draft Issued by the Auditing Standards Board” section 
of this Audit Risk Alert for further information.
New Auditing Interpretations
Auditing Interpretations are issued by the Audit Issues Task Force 
(AITF) of the ASB to provide timely guidance on the application 
of ASB pronouncem ents. Interpretations are reviewed by the 
ASB, but are not as authoritative as ASB pronouncements. 
Nevertheless, a departure from an Interpretation may have to be 
justified if the quality o f a member's work is questioned. Interpre­
tations become effective upon their publication in the Journal o f
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Accountancy. A summary of recently issued Interpretations is pre­
sented below.
Interpretation No. 4 o f AU Section 311, Planning and 
Supervision, “Audit Considerations for the Year 2000 Issue”
Issued in January 1998, this Interpretation provides guidance on 
three audit considerations relating to the year 2000 issue. The 
first addresses the auditor’s responsibility regarding the year 2000 
issue in an audit of financial statements conducted in accordance 
with GAAS. The second discusses the impact o f the year 2000 
issue on planning for an audit of financial statements conducted 
in accordance with GAAS. Finally, the Interpretation discusses 
the auditor’s responsibilities when, during the course of an audit, 
he or she becomes aware of a year 2000 issue that could adversely 
affect the organization’s ability to record, process, summarize, and 
report financial data consistent with the assertions o f manage­
ment in the financial statements in periods subsequent to the pe­
riod under audit.
Interpretation. No. 1 o f SAS No. 73, Using the Work of a 
Specialist, “The Use o f Legal Interpretations as Evidential 
Matter to Support Management’s Assertion That a Transfer 
of Financial Assets Has Met the Isolation Criterion in 
Paragraph 9(a) o f Financial Accounting Standards Board 
Statement No. 125”
Issued in February 1998, Interpretation No. 1 of SAS No. 73, 
“The Use of Legal Interpretations as Evidential M atter to Sup­
port Management’s Assertion That a Transfer of Financial assets 
Qualifies as a Sale,” (AICPA, Professional Standards, vol. 1, 
AU sec. 336) provides guidance regarding the use o f a legal spe­
cialist’s findings as audit evidence to support management’s as­
sertion that a transfer of financial assets meets the legal isolation 
criterion o f paragraph 9(a) o f FASB Statem ent No. 125, Ac­
counting for Transfers and Servicing o f  Financial Assets and Extin­
guishments o f  Liabilities (FASB, Current Text, vol. 1, sec. F38). 
The Interpretation addresses when the use of a legal specialist’s 
work may be appropriate; factors that should be considered in 
assessing the adequacy o f the legal response; and the use, as
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audit evidence, o f legal responses that are restricted to the 
client’s use. The Interpretation is effective for auditing proce­
dures related to transactions required to be accounted for under 
FASB Statement No. 125 that were entered into on or after Jan­
uary 1, 1998. The AITF has amended the Interpretation to in­
clude the form o f letter that adequately com m unicates 
permission for the auditor to use the legal specialist’s opinion 
for the purpose of evaluating management’s assertion as well as 
sample language that does not adequately communicate such 
permission. The amended Interpretation appeared in the O cto­
ber 1998 issue o f the Journal o f Accountancy.
Interpretation No. 3 o f SAS No. 70, Reports on the Processing 
o f Transactions by Service Organizations, “Responsibilities of 
Service Organizations and Service Auditors With Respect to 
Information About the Year 2000 Issue in a Service 
Organizations Description o f Controls”
Issued in March 1998, this Interpretation provides guidance on 
the following:
• The type of information about controls at a service organi­
zation related to the year 2000 issue that would be consid­
ered relevant to user organizations and therefore should be 
included in a service organization’s description of controls
• The service auditor’s procedural and reporting responsibil­
ities when relevant information about the year 2000 issue 
is included in or omitted from the service organization’s 
description of controls
• W hether SAS No. 70 (AU sec. 324.32) requires a service 
auditor to identify in his or her report, design deficiencies 
that do not affect processing during the period covered by 
the service auditor’s examination, but may represent po­
tential year 2000 problems
• Whether a service organization may include in its descrip­
tion of controls, information about its plans to modify its 
systems to address the year 2000 issue
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• The service auditor's procedural and reporting responsibil­
ities if a service organization includes inform ation or a 
control objective in its description o f controls that ad­
dresses its plans to modify its systems in response to the 
year 2000 issue
• W hether a service auditor's report may be expanded to de­
scribe the risk of projecting conclusions to future periods 
because o f a failure to make needed changes, such as 
changes to address the year 2000 issue
Interpretation No. 2 of SAS No. 59, The Auditor's Consideration 
o f an Entity s Ability to Continue as a Going Concern, “Effect of 
the Year 2000 Issue on the Auditor's Consideration of an Entity’s 
Ability to Continue as a Going Concern.”
Issued in July 1998, the Interpretation provides guidance to 
auditors regarding the identification and evaluation o f condi­
tions and events o f the type identified in SAS No. 59 that 
relate to the year 2000 issue. The In terpretation  states that 
the year 2000 issue can cause conditions or events o f the type 
identified in of SAS No. 59 (AU sec. 341.03, item a). It also in­
corporates the concept underlying the Interpretation o f AU sec­
tion 311, Planning and Supervision, that the year 2000 issue does 
not create additional responsibilities for the auditor. Thus, in 
terms o f SAS No. 59, the auditor does not have a responsibility to 
plan and perform procedures solely to identify conditions and 
events relating to the year 2000 issue. Rather, the auditing proce­
dures performed in planning, gathering evidential matter, and 
completing the audit are sufficient for that purpose. In addition, 
the Interpretation—
• Provides guidance on the auditor’s responsibilities if condi­
tions or events relating to the year 2000 issue come to his 
or her attention.
• Highlights management’s responsibility for assessing the 
effects of the year 2000 issue and developing an effective 
year 2000 remediation plan.
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• Provides guidance on using a specialist in considering 
management’s remediation plans.
• Includes a list o f matters about which the auditor might 
consider obtaining management representations to com­
plem ent other auditing procedures. (An auditor would 
consider obtaining those representations only if he or she 
identified conditions and events relating to the year 2000 
issue and considered management’s plans in accordance 
with of SAS No. 59 (AU sec. 34l.07-.09).
Interpretation No. 4 o f SAS No. 31, Evidential M atter, 
“Applying Auditing Procedures to Segment Disclosures 
in Financial Statements”
Issued in August 1998, the Interpretation replaces rescinded SAS 
No. 21 by providing guidance for audits of financial statements 
of entities that have implemented FASB Statement No. 131. The 
Interpretation suggests procedures that auditors should consider 
in (1) planning the audit, (2) evaluating whether an entity has ap­
propriately identified its reportable operating segments in accor­
dance with FASB Statem ent No. 131, and (3) evaluating the 
adequacy and completeness o f management’s disclosures about 
reportable operating segments and related information, including 
products and services, geographic areas, and major customers. 
The Interpretation also includes reporting guidance.
Interpretation No. 3 o f SAS No. 72, Letters fo r Underwriters 
and Certain Other Requesting Parties, “Commenting in a 
Comfort Letter on Quantitative and Qualitative Disclosures 
About Market Risk Made in Accordance With Item 305 of 
Regulation S-K.”
Interpretation No. 3 of SAS No. 72, Letters for Underwriters and 
Certain Other Requesting Parties, (AICPA, Professional Standards, 
vol. 1, AU. Sec. 624), as amended by SAS No. 86 (AICPA, Pro­
fessional Standards, vol. 1, AU sec. 634), is entitled “Commenting 
in a Comfort Letter on Quantitative and Qualitative Disclosures 
About Market Risk Made in Accordance W ith Item 305 of Reg­
ulation S-K was issued in August 1998. This Interpretation pro­
vides guidance on whether an accountant may provide positive or
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negative assurance on conformity with Item 305 of Regulation S- 
K and whether an accountant may otherwise provide comments 
in a comfort letter on items disclosed by registrants in accordance 
with Item 305 of Regulation S-K.
New Attestation Interpretation
Interpretation No. 1 of SSAE No. 8, Management's Discussion 
and Analysis, “Consideration of the Year 2000 Issue When 
Examining or Reviewing Management's Discussion and Analysis”
Issued in August 1998, the Interpretation provides guidance on 
the practitioner's responsibility with respect to year 2000 disclo­
sures in MD&A, such as those required by Staff Legal Bulletin 
No. 5 issued by the SEC’s Divisions of Corporation Finance and 
Investment M anagement; how the practitioner might test 
year 2000 disclosures in MD&A, including using the work of a 
specialist; how the practitioner’s approach to testing year 2000 
disclosures would differ if a review rather than an examination 
engagement is performed; and what written management repre­
sentations concerning year 2000 disclosures the practitioner 
might obtain to supplement other procedures.
New Audit Issues Task Force Advisories5
AITF Advisory Concerning Comprehensive Income. In June 
1997, the FASB issued Statement No. 130, Reporting Comprehen­
sive Income (FASB, Current Text, vol. 1, sec. C49) The Statement, 
which is effective for fiscal years beginning after December 15, 
1997, establishes standards for the reporting and display o f com­
prehensive income and its components in a full set of general- 
purpose financial statements, including interim-period reporting. 
FASB Statement No. 130 requires that comprehensive income 
and its components be reported in a financial statement that is 
displayed with the same prom inence as other financial state­
ments. Although it does not require a specific format, the State­
ment provides illustrations that display comprehensive income
5 From time to time the AITF issues, AITF Advisories to provide nonauthoritative 
guidance on current developments or recently issued authoritative literature.
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and its components in a separate statement, as an add-on to the 
statement o f income, or integrated with the statement o f changes 
in equity. The AITF is advising auditors as follows.
• The introductory paragraph o f the auditor's report should 
specifically identify each financial statement audited. The 
adoption of FASB Statement No. 130 would require either 
adding a reference for a separate statement o f comprehen­
sive income, if presented, or reflecting a modified financial 
statement title.
• Adoption of FASB Statement No. 130 does not affect the 
opinion paragraph of the auditor’s report because compre­
hensive income is part of the presentation of financial po­
sition, results of operations, and cash flows.
Because adoption of FASB Statement No. 130 only involves re­
classification o f prior-period information presented for compara­
tive purposes, it is not an accounting change that affects 
consistency. Accordingly, an explanatory paragraph about the 
statement’s effects is not required to be included in the auditor's 
report on financial statements.
AITF Advisory—Concerning Practice Issues Regarding 
Language to Permit the Use o f Legal Opinions by Auditors
Note that the guidance in this AITF Advisory has been incorpo­
rated into an amendment of the interpretation that appeared in 
the October Journal o f Accountancy. See the “New Auditing In­
terpretations” section o f this Audit Risk Alert. In December 
1997, the AITF issued an Interpretation of SAS No. 73, Using the 
Work o f  a Specialist, “The Use o f Legal Interpretations as Eviden­
tial Matter to Support Management’s Assertion That a Transfer o f 
Financial Assets Has M et the Isolation Criterion in Para­
graph 9(a) o f FASB Statement No. 125.” Paragraph 16 o f the In­
terpretation notes that if a legal letter restricts use of the findings 
expressed therein to the client or to third parties other than the 
auditor, then the auditor should request that the client obtain the 
legal specialist’s written permission for the auditor to use the 
opinion for the purpose o f evaluating management’s assertion
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that a transfer of financial assets meets the isolation criterion of 
FASB Statement No. 125.
The AITF has been made aware that some legal letters ad­
dressed to clients authorize the client to make copies o f the legal 
opinion available to auditors to use in their evaluation o f man­
agement’s assertion that a transfer of financial assets meets the 
isolation criterion o f FASB Statement No. 125, but then state 
that the auditor is not authorized to rely thereon. The AITF is 
advising auditors that, effective with the publication o f this Ad­
visory, such “use but not rely on” language, or other language 
that similarly restricts the auditor’s use o f the legal specialist’s 
opinion, should not be used as audit evidence. The auditor may 
wish to consult with his or her legal counsel concerning circum­
stances in which it is not clear that the auditor may use the legal 
specialist’s opinion.
Executive Summary— New Auditing and Attestation Pronouncements
New Auditing Standards include the following:
• SAS No. 86, Amendment to SAS No. 72, Letters for Underwriters 
and Certain Other Requesting Parties.
• SAS 87, Restricting the Use o f an Auditors Report
• Rescission of SAS No. 21, Segment Information
ASB Pronouncements with effective dates in 1998 are the following:
• SAS No. 83, Establishing an Understanding With the Client
• SAS No. 84, Communicating Between Predecessor and Successor Auditors
• SAS No. 85, Management Representations
• SSAE No. 7, Establishing an Understanding With the Client
The new Attestation Standard is SSAE No. 8, Management's Discussion 
and Analysis. Also, in September 1998, the ASB voted to issue the ex­
posure draft Amendments to SSAE No. 1, Attestation Standards; SSAE 
No. 2, Reporting on an Entity’s Internal Control Over Financial Re­
porting; SSAE No. 3, Compliance Attestation as a final standard. See 
the “Exposure Draft Issued by the Auditing Standards Board” section 
of this Audit Risk Alert for further information.
New Auditing Interpretations include the following:
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• Interpretation No. 14 of SAS No. 62, Special Reports (AICPA, Profes­
sional Standards, vol. 1, AU sec. 623), “Evaluating the Adequacy of 
Disclosure in Financial Statements prepared on the Cash, Modified 
Cash, or Income Tax Basis of Accounting” (AICPA, Professional 
Standards, vol. 1, AU sec. 9623.) (discussed in Audit Risk Alert 
1997/98)
• Interpretation No. 4 of AU Section 311, Planning and Supervision, 
“Audit Considerations for the Year 2000 Issue”
• Interpretation No. 1 of SAS No. 73, Using the Work o f a Specialist, 
“The Use of Legal Interpretations as Evidential Matter to Support 
Management’s Assertion that a Transfer of Financial Assets Has Met 
the Isolation Criterion in Paragraph 9(a) of Financial Accounting 
Standards Board Statement No. 125”
• Interpretation No. 3 of SAS No. 70, Reports on the Processing o f 
Transactions by Service Organizations, “Responsibilities of Service 
Organizations and Service Auditors With Respect to Information 
About the Year 2000 Issue in a Service Organization’s Description 
of Controls”
• Interpretation No. 2 of SAS No. 59, The Auditors Consideration of 
an Entity's Ability to Continue as a Going Concern, “Effect of the 
Year 2000 Issue on the Auditor’s Consideration of an Entity’s Ability 
to Continue as a Going Concern”
• Interpretation No. 4 of SAS No. 31, Evidential Matter, “Auditing 
Procedures for Segment Disclosures”
• Interpretation No. 3 of SAS No. 72, Letters for Underwriters and Cer­
tain Other Requesting Parties, “Commenting in a Comfort Letter on 
Quantitative and Qualitative Disclosures About Market Risk Made 
in Accordance With Item 305 of Regulation S-K”
The new Attestation Interpretation is Interpretation No. 1 of SSAE
No. 8, Management's Discussion and Analysis, “Consideration of the Year
2000 Issue When Examining or Reviewing Management’s Discussion
and Analysis.”
The new AITF Advisories address the following:
• Reporting comprehensive income
• Practice Issues regarding language to permit the use of legal opinions 
by auditors (Note that this Advisory was an intermediary document. 
It was replaced by the amended Interpretation that appears in the 
“New Auditing Interpretations” section of this Audit Risk Alert.)
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New ASB Statements of Position (SOP) are the following:
• SOP 98-3, Audits o f States, Local Governments, and Not-for-Profit Or­
ganizations Receiving Federal Awards.
• SOP 98-6, Reporting on Management's Assessment Pursuant to the Life 
Insurance Marketplace Standards Association
• SOP 98-8, Engagements to Perform Year 2000 Agreed-Upon Proce­
dures Attestation Engagements Pursuant to— Rule 17a—5 o f the Securi­
ties Exchange Act o f 1934, Rule 17Ad-18 o f the Securities Exchange Act 
o f  1934 and Advisories No. 17—98 and No. 40-98 o f the Commodity 
Futures Trading Commission
Summaries of these SOPs are presented in the New AICPA Statements
of Position section of this Audit Risk Alert.
Recent GAAP Pronouncements
What new accounting pronouncements have been issued this year?
New FASB Pronouncements
FASB Statement No. 132, Employers’ Disclosures about 
Pensions and Other Postretirement Benefits, an amendment 
o f FASB Statements No. 87, 88, and 106.
In February 1998, the FASB issued Statement No. 132, Employ­
ers’ Disclosures about Pensions and Other Postretirement Benefits, an 
amendment o f  FASB Statements No. 87, 88, and 106  (FASB, Cur­
rent Text, vol. 1, secs. P 16, P40)
FASB Statement No. 132 revises employers’ disclosures about 
pension and other postretirem ent benefit plans. It does not 
change the measurement or recognition of those plans. It stan­
dardizes the disclosure requirem ents for pensions and other 
postretirement benefits to the extent practicable, requires addi­
tional inform ation on changes in the benefit obligations and 
fair values o f plan assets that will facilitate financial analysis, 
and eliminates certain disclosures that are no longer as useful as 
they were when FASB Statement Nos. 87, Employers’ Accounting 
for Pensions (FASB, Current Text, vol. 1, sec. P16), 88, Employers’
61
Accounting for Settlements and Curtailments o f  Defined Benefit 
Pension Plans and for Termination Benefits (FASB, Current Text, 
vol. 1, sec. P 16), and 106, Employers’ Accounting fo r Postretire­
ment Benefits Other Than Pensions (FASB, Current Text, vol. 1, 
sec. P40), were issued. FASB Statement No. 132 suggests com­
bined formats for presentation o f pension and other postretire­
ment benefit disclosures. It also permits reduced disclosures for 
nonpublic entities.
FASB Statement No. 132 is effective for fiscal years beginning 
after December 15, 1997. Earlier application is encouraged. Re­
statement o f disclosures for earlier periods provided for compara­
tive purposes is required unless the information is not readily 
available, in which case the notes to the financial statements 
should include all available information and a description o f the 
information not available.
FASB Statement No. 133, Accounting fo r D erivative 
Instruments and Hedging Activities
In June 1998, the FASB issued FASB Statement No. 133, Account­
ing for Derivative Instruments and Hedging Activities (FASB, Current 
Text, vol. 1, sec. D 50). FASB Statement No. 133 establishes ac­
counting and reporting standards for derivative instruments, in­
cluding certain derivative instruments embedded in other contracts 
(collectively referred to as derivatives), and for hedging activities. It 
requires that an entity recognize all derivatives as either assets or li­
abilities in the statement of financial position and measure those 
instruments at fair value. If certain conditions are met, a derivative 
may be specifically designated as (1) a hedge o f the exposure to 
changes in the fair value of a recognized asset or liability or an un­
recognized firm commitment, (2) a hedge of the exposure to vari­
able cash flows of a forecasted transaction, or (3) a hedge of the 
foreign currency exposure of a net investment in a foreign opera­
tion, an unrecognized firm commitment, an available-for-sale secu­
rity, or a foreign-currency-denominated forecasted transaction.
The accounting for changes in the fair value o f a derivative (that 
is, gains and losses) depends on the intended use o f the derivative 
and the resulting designation.
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For a derivative designated as hedging the exposure to changes in 
the fair value of a recognized asset or liability or a firm commit­
ment (referred to as a fair value hedge), the gain or loss is recog­
nized in earnings in the period of change together w ith the 
offsetting loss or gain on the hedged item attributable to the risk 
being hedged. The effect of that accounting is to reflect in earn­
ings the extent to which the hedge is not effective in achieving 
offsetting changes in fair value.
For a derivative designated as hedging the exposure to variable 
cash flows of a forecasted transaction (referred to as a cash flow  
hedge), the effective portion o f the derivatives gain or loss is ini­
tially reported as a component of other comprehensive income 
(outside earnings) and subsequently reclassified into earnings 
when the forecasted transaction affects earnings. The ineffective 
portion of the gain or loss is reported in earnings immediately.
For a derivative designated as hedging the foreign currency expo­
sure o f a net investment in a foreign operation, the gain or loss is 
reported in other comprehensive income (outside earnings) as 
part o f the cumulative translation adjustment. The accounting 
for a fair value hedge described above applies to a derivative des­
ignated as a hedge o f the foreign currency exposure of an unrec­
ognized firm com m itm ent or an available-for-sale security. 
Similarly, the accounting for a cash flow hedge described above 
applies to a derivative designated as a hedge of the foreign cur­
rency exposure o f a foreign-currency-denominated forecasted 
transaction.
For a derivative not designated as a hedging instrument, the gain 
or loss is recognized in earnings in the period of change.
Under FASB Statement No. 133, an entity that elects to apply 
hedge accounting is required to establish, at the inception of the 
hedge, the method it will use for assessing the effectiveness of the 
hedging derivative and the measurement approach for determin­
ing the ineffective aspect of the hedge. Those methods must be 
consistent with the entity’s approach to managing risk.
FASB Statement No. 133 applies to all entities. A not-for-profit 
organization should recognize the change in fair value o f all
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derivatives as a change in net assets in the period of change. In a 
fair value hedge, the changes in the fair value of the hedged item 
attributable to the risk being hedged also are recognized. How­
ever, because of the format o f their statement of financial perfor­
mance, not-for-profit organizations are not perm itted special 
hedge accounting for derivatives used to hedge forecasted trans­
actions. FASB Statement No. 133 does not address how a not- 
for-profit organization should determine the components o f an 
operating measure if one is presented.
FASB Statement No. 133 precludes designating a nonderivative 
financial instrument as a hedge of an asset, liability, unrecognized 
firm commitment, or forecasted transaction except that a non­
derivative instrument denominated in a foreign currency may be 
designated as a hedge o f the foreign currency exposure of an un­
recognized firm commitment denominated in a foreign currency 
or a net investment in a foreign operation.
FASB Statement No. 133 amends FASB Statement No. 52, For­
eign Currency Translation (FASB, Current Text, vol. 1, sec. F60), 
to permit special accounting for a hedge o f a foreign currency 
forecasted transaction with a derivative. It supersedes FASB State­
ment Nos. 80, Accounting for Futures Contracts (FASB, Current 
Text, vol. 1, sec. F80), 105, Disclosure o f  Information about Finan­
cial Instruments with Off-Balance-Sheet Risk and Financial Instru­
ments with Concentrations o f  Credit Risk (FASB, Current Text, 
vol. 1, sec. F25), and 119, Disclosure about Derivative Financial 
Instruments and Fair Value o f  Financial Instruments (FASB, Cur­
rent Text, vol. 1, sec. F25). It amends FASB Statement No. 107, 
Disclosures about Fair Value o f  Financial Instruments (FASB, Cur­
rent Text, vol. 1, sec. F25), to include in FASB Statement No. 107 
the disclosure provisions about concentrations of credit risk from 
FASB Statement No. 105. FASB Statement No. 133 also nullifies 
or modifies the consensuses reached in a num ber o f issues ad­
dressed by the EITF.
FASB Statement No. 133 is effective for all fiscal quarters o f fiscal 
years beginning after June 15, 1999. Initial application o f this 
Statement should be as of the beginning of an entity’s fiscal quar­
ter; on that date, hedging relationships must be designated anew
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and documented pursuant to the provisions of this Statement. 
Earlier application of all of the provisions of this Statement is en­
couraged, but it is permitted only as of the beginning of any fiscal 
quarter that begins after issuance of this Statement. This State­
ment should not be applied retroactively to financial statements 
of prior periods.
FASB Statement No. 134, Accounting for Mortgage-Backed Securi­
ties Retained after the Securitization o f  Mortgage Loans Held fo r  
Sale by a Mortgage Banking Enterprise, an amendment o f  FASB 
Statement No. 65 (issued October, 1998).
FASB Technical Bulletin No. 97-1
FASB Technical Bulletin No. 97-1, Accounting Under Statement 
123 for Certain Employee Stock Purchase Plans with a Look-Back 
Option, provides guidance on accounting for certain employee 
stock purchase plans under FASB Statement No. 123, Accounting 
fo r Stock-Based Compensation (FASB, Current Text, vol. 1, 
sec. C36). The bulletin does not address the accounting for those 
plans under APB Opinion 25, Accounting for Stock Issued to Em­
ployees (FASB, Current Text, vol. 1, sec. C47). The Bulletin ap­
plies to stock-based awards granted, renewed, or modified on or 
after January 1, 1998.
Executive Summary— New FASB Pronouncements
• FASB Statement No. 132, Employers’ Disclosures about Pensions and 
Other Postretirement Benefits, an amendment o f FASB Statement 
Nos. 87, 88, and 106
• FASB Statement No. 133, Accounting for Derivative Instruments and 
Hedging Activities
• FASB Statement No. 134, Accounting for Mortgage-Backed Securities 
Retained aft er the Securitization of Mortgage Loans Held for Sale by a 
Mortgage Banking Enterprise, an amendment o f FASB Statement 
No. 65 (issued October, 1998).
• FASB Technical Bulletin No. 97-1, Accounting Under State­
ment 123 for Certain Employee Stock Purchase Plans with a Look- 
Back Option
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New AICPA Statements of Position
Statement o f Position 97-2, Software Revenue Recognition
Issued in October 1997 by the Accounting Standards Executive 
Committee (AcSEC), SOP 97-2, Software Revenue Recognition, 
supersedes SOP 91-1, Soft ware Revenue Recognition, and is effec­
tive for transactions entered into in fiscal years beginning after 
December 15, 1997.
The SOP provides guidance on applying GAAP in recognizing 
revenue on software transactions, and includes the following in 
its requirements:
• If an arrangement to deliver software or a software system, 
either alone or together with other products or services, re­
quires significant production, modification, or customiza­
tion o f software, the entire arrangement should be 
accounted for in conformity with ARB No. 45, Long-Term 
Construction-Type Contracts (FASB, Current Text, vol. 2, 
sec. Co4), using the relevant guidance in SOP 81-1, Ac­
counting for Performance o f  Construction-Type and Certain 
Production-Type Contracts, unless specified criteria for sepa­
rate accounting for any service element are met.
• Separate accounting for a service element of an arrange­
ment to which contract accounting applies is required if 
both o f the following criteria are met.
1. The services are not essential to the functionality o f any 
other element of the transaction.
2. The services are stated separately in the contract such that 
the total price of the arrangement would be expected to 
vary as the result of inclusion or exclusion of the services.
• If an arrangement to deliver soft ware or a software system 
does not require significant production, modification, or 
customization o f software, revenue should be recognized 
when all of the following criteria are met.
1. Persuasive evidence o f an agreement exists.
2. Delivery has occurred.
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3. The vendor's fee is fixed or determinable.
4. Collectibility is probable.
• Software arrangements may consist of multiple elements, 
that is, additional software products, upgrades or enhance­
ments, postcontract customer support (PCS), or services, 
including elements deliverable only on a when-and-if- 
available basis. If contract accounting does not apply, the 
vendor’s fee must be allocated to the various elements 
based on vendor-specific objective evidence (VSOE) of fair 
values. If  sufficient VSOE of fair values does not exist, all 
revenue from the arrangement should be deferred until 
such sufficient evidence exists, or until all elements have 
been delivered. Exceptions to this guidance are provided 
for PCS, services that do not involve significant customiza­
tion, subscriptions, and arrangements in which the fee is 
based on the number o f copies. VSOE of fair value is lim­
ited to (1) the price charged when the element is sold sep­
arately, or (2) if not yet being sold separately, the price for 
each element established by management having the rele­
vant authority.
• The portion o f the license fee allocated to an element 
should be recognized as revenue when all of the revenue 
recognition criteria have been met. In applying those crite­
ria, delivery of an element is considered not to have oc­
curred if there are undelivered elements that are essential to 
the functionality o f any delivered elements. Additionally, 
collectibility of that portion of the fee is not considered to 
be probable if the amount o f the fees attributable to deliv­
ered elements is subject to forfeiture, refund, or other con­
cession if the undelivered elements are not delivered.
SOP 97-3, Accounting by Insurance and Other Enterprises for  
Insurance-Related Assessments
In December 1997, AcSEC issued SOP 97-3, Accounting by In­
surance and Other Enterprises fo r  Insurance-Related Assessments. 
This SOP applies to all entities, not just insurance enterprises,
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subject to insurance-related assessments, including self-insurers 
and participants in second injury funds.
This SOP addresses the accounting by insurance and other enter­
prises for assessments related to insurance activities. The SOP 
provides the following:
• Guidance for determining when an entity should recog­
nize a liability for guaranty-fund and other insurance-re­
lated assessments
• Guidance on how to measure the liability (It allows for the 
discounting o f the liability if the amount and timing of the 
cash payments are fixed or reliably determinable.)
• Guidance on when an asset may be recognized for a por­
tion or all o f the assessment liability or paid assessment 
that can be recovered through premium tax offsets or pol­
icy surcharges
• Requirements for disclosure o f certain information
SOP 97-3 is effective for financial statements for fiscal years be­
ginning after December 15, 1998. Early adoption is encouraged; 
retroactive application is prohibited. Initial application o f this 
SOP should be as of the beginning of an entity’s fiscal year (that 
is, should an entity adopt the SOP prior to the effective date and 
during an interim period other than the first interim period, all 
prior interim periods should be restated). Entities subject to in­
surance-related assessments should report the effect o f initially 
adopting this SOP in a manner similar to the reporting of a cu­
mulative effect o f a change in accounting principle.
SOP 98-1, Accounting for the Costs o f  Computer Software 
Developed or Obtained for Internal Use
In March 1998, AcSEC issued SOP 98-1, Accounting for the Costs 
o f  Computer Software Developed or Obtained for Internal Use. 
This SOP provides guidance on accounting for the costs of com­
puter software developed or obtained for internal use. It requires 
the following.
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• Computer software costs that are incurred in the prelimi­
nary project stage should be expensed as incurred. Once 
the capitalization criteria of the SOP have been met, exter­
nal direct costs of materials and services consumed in de­
veloping or obtaining internal-use com puter software; 
payroll and payroll-related costs for employees who are di­
rectly associated with and who devote time to the internal- 
use computer software project (to the extent o f the time 
spent directly on the project); and interest costs incurred 
when developing com puter software for internal use 
should be capitalized. Training costs and many kinds o f 
data conversion costs should be expensed as incurred.
• Internal costs incurred for upgrades and enhancements 
that add functionality should be expensed or capitalized 
using the same criteria as for new software. Internal costs 
incurred for maintenance should be expensed as incurred. 
Entities that cannot separate internal costs on a reasonably 
cost-effective basis between maintenance and relatively 
minor upgrades and enhancements should expense such 
costs as incurred.
• External costs incurred under agreements related to speci­
fied upgrades and enhancements should be expensed or 
capitalized using the same criteria as for new software. 
However, external costs related to maintenance, unspeci­
fied upgrades and enhancements, and costs under agree­
ments that combine the costs o f maintenance and 
unspecified upgrades and enhancements should be recog­
nized in expense over the contract period on a straight-line 
basis unless another systematic and rational basis is more 
representative of the services received.
• Impairment should be recognized and measured in accor­
dance with the provisions of FASB Statement No. 121, Ac­
counting for the Impairment o f  Long-Lived Assets and for  
Long-Lived Assets to Be Disposed O f  (FASB, Current Text, 
vol. 1, sec. I08).
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• The capitalized costs of computer software developed or 
obtained for internal use should be amortized on a 
straight-line basis unless another systematic and rational 
basis is more representative of the software’s use.
• If, after the development of internal-use software is com­
pleted, an entity decides to market the software, proceeds 
received from the license of the computer software, net of 
direct incremental costs of marketing, should be applied 
against the carrying amount of that software.
SOP 98-1 identifies the characteristics of internal-use software 
and provides examples to assist in determining when computer 
software is for internal use. The SOP applies to all nongovern­
mental entities and is effective for financial statements for fiscal 
years beginning after December 15, 1998. It should be applied to 
internal-use software costs incurred in those fiscal years for all 
projects, including those projects in progress upon initial applica­
tion of the SOP. Earlier application is encouraged in fiscal years 
for which annual financial statements have not been issued. Costs 
incurred prior to initial application of this SOP, whether capital­
ized or not, should not be adjusted to the amounts that would 
have been capitalized had this SOP been in effect when those 
costs were incurred.
SOP 98-2, Accounting for Costs o f  Activities o f  Not-for-Profit 
Organizations and State and Local Governmental Entities 
That Include Fund Raising
In March 1998, AcSEC issued SOP 98-2, Accounting for Costs o f  
Activities o f Not-for-Profit Organizations and State and Local Gov­
ernmental Entities That Include Fund Raising. It applies to all non­
governmental not-for-profit organizations (NPOs) and all state 
and local governmental entities that solicit contributions. This 
SOP requires the following:
• If the criteria of purpose, audience, and content as defined 
in this SOP are met, the costs of joint activities that are 
identifiable with a particular function should be charged to 
that function, and joint costs should be allocated between
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fund raising and the appropriate program or management 
and general function.
• If any of the criteria of purpose, audience, and content are 
not met, all costs o f the activity should be reported as 
fund-raising costs, including costs that otherwise might be 
considered program or management and general costs if 
they had been incurred in a different activity, subject to the 
exception in the following sentence. Costs of goods or ser­
vices provided in exchange transactions that are part o f 
joint activities, such as costs of direct donor benefits of a 
special event (for example, a meal), should not be reported 
as fund raising.
• Certain financial statement disclosures must be made if 
joint costs are allocated.
The SOP also describes and illustrates some commonly used and 
acceptable allocation methods although no methods are pre­
scribed or prohibited. This SOP amends existing guidance in 
AICPA Audit and Accounting Guides Health Care Organizations 
and Not-for-Profit Organizations (which was issued in August 
1996 and supersedes SOP 87-2, Accounting for Joint Costs o f  In­
formational Materials and Activities o f Not-for-Profit Organizations 
That Include a Fund-Raising Appeal, because the provisions of 
SOP 87-2 are incorporated into the Guide), and Audits o f  State 
and Local Governmental Units.
This SOP is effective for financial statements for years beginning 
on or after December 15, 1998. Earlier application is encouraged 
in fiscal years for which financial statements have not been issued. 
If comparative financial statements are presented, retroactive ap­
plication is permitted but not required.
SOP 98-3, Audits o f States, Local Governments, and Not-For- 
Profit Organizations Receiving Federal Awards
In March 1998, SOP 98-3, Audits o f  States, Local Governments, 
and Not-For-Profit Organizations Receiving Federal Awards, was 
issued under the authority of the ASB. This SOP provides guid­
ance on conducting a single audit or program-specific audit in
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accordance with the Single Audit Act Amendments o f 1996 and 
the June 1997 revision to OM B Circular A -133, Audits o f  
States, Local Governments, and Non-Profit Organizations. It su­
percedes SOP 92-9, Audits o f  Not-For-Profit Organizations Re­
ceiving Federal Awards, and Part VII o f the AICPA Audit and 
Accounting Guide Audits o f  State and Local Governmental Units. 
In addition to providing an overview of the auditor’s responsi­
bilities in an audit of federal awards, the SOP describes the au­
d ito r’s responsibility for considering internal control and 
perform ing tests o f compliance with applicable laws, regula­
tions, and program  compliance requirem ents under GAAS, 
Governm ent Auditing Standards, and OMB Circular A -133; 
and describes the auditor’s responsibility for reporting and pro­
vides examples o f the reports required by Government Auditing 
Standards and OMB Circular A -133.
The requirements of the Single Audit Act and OMB Circular A- 
133 are effective for audits of fiscal years beginning after June 30, 
1996. This SOP also includes auditing guidance through AICPA 
SAS No. 85, Management Representations. The effective dates of 
this auditing guidance should be applied as provided for in the re­
lated literature. This SOP does not change the effective dates of 
the auditing standards, the Act, and OMB Circular A -133. The 
remaining provisions of this SOP are applicable to audits of fiscal 
years beginning after June 30, 1996, in which the related field­
work commences on or after March 1, 1998. Earlier application 
is encouraged.
SOP 98-4, Deferral o f  the Effective Date o f  a Provision o f  
SOP 97-2, Software Revenue Recognition
In March 1998, AcSEC issued SOP 98-4, Deferral o f  the Effec­
tive Date o f  a Provision o f  SOP 97-2, Software Revenue Recogni­
tion. This SOP defers for one year the application o f the 
following passages in SOP 97-2, which limit what is considered 
VSOE of the fair value o f the various elements in a multiple- 
element arrangement:
1. The second sentences of paragraphs 10, 37, 41, and 57
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2. Example 3 in “M ultiple-Element Arrangements— Prod­
ucts” on page 67 (appendix A)
3. Example 3 in “Multiple-Element Arrangement— Products 
and Services” on page 70 (appendix A)
All other provisions of SOP 97-2 remain in effect.
This SOP applies to all multiple-element software arrangements, 
as defined in paragraph 9 o f SOP 97-2, and is effective as of 
March 31, 1998. If an enterprise had applied SOP 97-2 in an ear­
lier period for financial statements or information already issued 
prior to the promulgation of this SOP, amounts reported in those 
financial statements or as part of that information may be restated.
SOP 98-5, Reporting on the Costs o f  Start-Up Activities
In April 1998, AcSEC issued SOP 98-5, Reporting on the Costs o f  
Start-Up Activities. This SOP provides guidance on the financial re­
porting of start-up costs and organization costs. It requires costs of 
start-up activities and organization costs to be expensed as incurred.
The SOP broadly defines start-up activities and provides exam­
ples to help entities determine what costs are and are not within 
the scope of this SOP. This SOP applies to all nongovernmental 
entities and, except for certain investment companies, is effective 
for financial statements for fiscal years beginning after 
December 15, 1998. Earlier application is encouraged in fiscal 
years for which annual financial statements previously have not 
been issued. Except for certain entities noted in the following 
paragraph, initial application of this SOP should be reported as 
the cumulative effect of a change in accounting principle, as de­
scribed in APB Opinion 20, Accounting Changes. W hen adopting 
this SOP, entities are not required to report the pro forma effects 
of retroactive application. Entities that report substantially all in­
vestments at market value or fair value, issue and redeem shares, 
units, or ownership interests at net asset value, and have sold their 
shares, units, or ownership interests to independent third parties 
before the later of June 30, 1998, or the date that the SOP is is­
sued should adopt the SOP prospectively.
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SOP 98-6, Reporting on Management’s Assessment Pursuant 
to the Life Insurance Ethical Market Conduct Program of the 
Insurance Marketplace Standards Association
In April 1998, SOP 98-6, Reporting on Management’s Assessment 
Pursuant to the Life Insurance Ethical Market Conduct Program o f  
the Insurance Marketplace Standards Association, was issued 
under the authority o f the ASB. This SOP pertains to the sales 
and marketing policies and procedures o f life insurance entities. 
The SOP provides guidance to practitioners in conducting and 
reporting on an independent examination of management’s as­
sertion about those policies and procedures performed under 
SSAE No. 1, Attestation Standards (AICPA, Professional Stan­
dards, vol. 1, AT sec. 100) to assist an entity in meeting the re­
quirements o f the Insurance Marketplace Standards Association 
(IMSA) program. IMSA requires that such engagements use the 
criteria it sets forth; consequently, users of this SOP should be 
familiar with the IMSA program and its Assessment Handbook 
and requirements.
This SOP amends chapter 9, “Auditors Reports,” of the AICPA 
Audit and Accounting Guide Audits o f Property and Liability Insur­
ance Companies and chapter 11, “Auditors’ Reports,” of the AICPA 
Industry Audit Guide Audits o f Stock Life Insurance Companies.
SOP 98-7, Deposit Accounting: Accounting fo r  Insurance and  
Reinsurance Contracts That Do N ot Transfer Insurance Risk
In November 1998, AcSEC will issue SO P 98-7, Deposit Ac­
counting: Accounting fo r  Insurance and  Reinsurance Contracts 
That Do N o t Transfer Insurance Risk. T he  SO P will address 
deposit accounting for certain insurance and reinsurance con­
tracts and direct business by insurance enterprises and other en­
terprises. SOP 98-7 will provide guidance on how to account for 
insurance and reinsurance contracts that do not transfer insur­
ance risk. It applies to all entities and all insurance and reinsur­
ance contracts that do not transfer insurance risk, except for 
long-duration life and health insurance contracts. The method 
used to account for insurance and reinsurance contracts that do 
not transfer insurance risk is referred to in the SOP as deposit ac­
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counting. SOP 98-7 does not address when deposit accounting 
should be applied.
The SOP specifies the following.
1. Insurance and reinsurance contracts for which the deposit 
method is appropriate should be classified as one of the fol­
lowing, which are those—
— That transfer only significant timing risk.
-  That transfer only significant underwriting risk.
-  That transfer neither significant timing nor underwrit­
ing risk.
— W ith indeterminate risk.
2. At inception, a deposit asset or liability should be recog­
nized for insurance and reinsurance contracts accounted for 
under deposit accounting and should be measured based on 
the consideration paid or received, less any explicitly iden­
tified premiums or fees to be retained by the insurer or 
reinsurer, irrespective of the experience of the contract.
The SOP would adopt the interest method as described in FASB 
Statement No. 91, Accounting for Nonrefundable Fees and Costs 
Associated with Originating or Acquiring Loans and Initial Direct 
Costs o f  Leases (FASB, Current Text, vol. 1, sec L10), for insurance 
and reinsurance contracts that transfer only significant timing 
risk and insurance and reinsurance contracts that transfer neither 
significant timing nor underwriting risk.
Insurance and reinsurance contracts that transfer only significant 
underwriting risk would be accounted for by measuring the de­
posit based on the unexpired portion o f the coverage provided 
until losses are incurred that will be reimbursed under the con­
tract. Once a loss is incurred that will be reimbursed under the 
contract, the deposit would be measured by the present value of 
the expected future cash flows arising from the contract plus the 
remaining unexpired portion of the coverage provided. Changes 
in the recorded amount of the deposit, other than the expired 
portion of the coverage provided, would be included in the
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income statement of the insured as an offset to the loss that will 
be reimbursed under the contract.
Insurance and reinsurance contracts w ith indeterm inate risk, 
would be accounted for in a manner similar to the open-year 
method described in SOP 92-5, Accounting for Foreign Property 
and Liability Reinsurance.
SOP 98-7 is effective for financial statements for fiscal years be­
ginning after June 15, 1999, with earlier adoption encouraged. 
Restatement of previously issued annual financial statements is 
not permitted. Initial application o f this SOP is as o f the begin­
ning of an entity’s fiscal year (that is, if the SOP were adopted be­
fore the effective date and during an interim  period, all prior 
interim periods are required to be restated). The effect of initially 
adopting this SOP should be reported as a cumulative effect of a 
change in accounting principle (in accordance with the provi­
sions o f APB Opinion 20, Accounting Changes).
SOP 98-8, Engagements to Perform Agreed-upon Procedures 
Attestation Engagements Pursuant to— Rule 17a—5  o f the 
Securities Exchange Act o f1934, Rule 17Ad-18 o f the Securities 
Exchange Act o f  1934 and Advisories No. 17—98 and No. 40-98  
o f the Commodity Futures Trading Commission
This SOP has been posted in its entirety on the AICPA Web site 
http://www.aicpa.org.
Executive Summary— New AICPA Statements of Position
• SOP 97-2, Software Revenue Recognition.
• SOP 97-3, Accounting by Insurance and Other Enterprises for Insur­
ance-Related Assessments.
• SOP 98-1, Accounting for the Costs o f Computer Software Developed or 
Obtained for Internal Use.
• SOP 98-2, Accounting for Costs o f Activities o f Not-for-Profit Organi­
zations and State and Local Governmental Entities That Include Fund 
Raising.
• SOP 98-3, Audits o f States, Local Governments, and Not-for-Profit Or­
ganizations Receiving Federal Awards.
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• SOP 98-4, Deferral of the Effective Date o f a Provision o f SOP 97-2, 
Software Revenue Recognition.
• SOP 98-5, Reporting on the Costs o f Start-Up Activities,
• SOP 98-6, Reporting on Management's Assessment Pursuant to the Life 
Insurance Ethical Market Conduct Program o f the Insurance Market­
place Standards Association.
• SOP 98-7, Deposit Accounting: Accounting for Insurance and Reinsur­
ance contracts That Do Not Transfer Insurance Risk
Note—AcSEC’s Proposed Statement o f Position: Modification o f  
the Limitations on Evidence o f  Fair Value in Software Arrangements, 
which would affect SOP Nos. 97-2 and 98-4 is expected to be is­
sued as a final SOP before year-end.
EITF Consensus Positions
The Emerging Issues Task Force (EITF) was established by the 
FASB in July 1984 to assist in improving financial reporting 
through the timely identification, discussion, and resolution of fi­
nancial issues within the framework of existing authoritative litera­
ture. The application of EITF consensuses (category c of the GAAP 
hierarchy) effective after March 15, 1992 is mandatory under SAS 
No. 69, The Meaning o f “Present Fairly in Conformity With Generally 
Accepted Accounting Principles” in the Independent Auditor’s Report 
(AICPA, Professional Standards, vol. 1, AU sec. 411). EITF consen­
suses issued before March 16, 1992 become effective in the hierar­
chy for initial application of an accounting principle after 
M arch 15, 1993. The EITF meets approximately every eight 
weeks. All meetings are announced by the FASB in its Action 
Alert, together with a listing of the topics on the meeting agenda.
EITF Date of
Issue No. Description Consensus/Status
96-19 D ebtor’s Accounting for
a Substantive M odification an d  
Exchange o f  D eb t Instruments
Implementation guidelines added 
July 23, 1998
97-2 Application o f  A PB  1 6  an d  SFAS 
9 4  to physicians practice entities
Consensus reached 
November 20, 1997
(continued)
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97-5
97-8
97-9
97-10
97-11
97-12
97-13
97-14
97- 15
98- 1 
98-2
E ITF
Issue No. Description
Accounting fo r  the Delayed Receipt 
o f  Option Shares Upon Exercise 
Under A PB  Opinion No. 25, 
Accounting for Stock Issued 
to Employee
Accounting fo r  Contingent 
Consideration Issued in a Purchase 
Business Combination
Effect on Pooling-of-Interests 
Accounting o f  Certain Contingently 
Exercisable Options or Other 
Equity Instruments
The Effect o f  Lessee Involvement 
in Asset Construction
Accounting fo r  Internal Costs 
Relating to Real Estate Property 
Acquisitions
Accounting fo r  Increased Share 
Authorization in an IRS Section 
42 3  Employee Stock Purchase Plan 
under A PB  Opinion No. 25, 
Accounting fo r  Stock Issued 
to Employees
Accounting fo r  Costs Incurred in 
Connection with a Consulting 
Contract or an Internal Project 
That Combines Business Process 
Reengineering an d  Information 
Technology Transformation
Accounting fo r  Deferred 
Compensation Arrangements 
Where Amounts Earned Are H eld  
in a Rabbi Trust an d  Invested
Accounting fo r  Contingency 
Arrangements Based on Security 
Prices in a Purchase Business 
Combination
Valuation o f  D eb t Assumed in a 
Purchase Business Combination
Accounting by a Subsidiary for  
an Investment in Its Parent 
Company’s Stock
FASB Staff Announcement 
July 23-24, 1997
Date o f
Consensus/Status
Consensus reached July, 1997
Consensus reached 
September 18, 1997
Consensus reached May 21, 
1998. (Changes made to 
consensus July 23, 1998)
Consensus reached 
March 18, 1998
Consensus reached 
September 18, 1997
Consensus reached 
November 20, 1997
Consensus reached May 21, 1998; 
Consensus reached on transition 
July 23, 1998.
Consensus reached 
March 18-19, 1998
Consensus reached 
March 18-19, 1998
No consensus reached. 
Further discussion expected.
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E ITF  Date o f
Issue No. Description Consensus/Status
98-3 Determining Whether a Transaction 
Is an Exchange o f  Similar 
Productive Assets or a Business 
Combination
Further discussion planned 
March 18-19, 1998.
98-4 Accounting by a Joint Venture for  
Businesses Received a t Its Formation
Further discussion planned 
March 18-19, 1998.
98-5 Accounting fo r  Convertible 
Securities w ith Beneficial 
Conversion Features or Contingently 
Adjustable Conversion Ratios
September 23-24, 1998 
discussed but not asked to reach 
a consensus. Further discussion 
planned.
98-6 Investor’s Accounting For an 
Investment in a Lim ited Partnership 
Investment When The Investor Is 
The General Partner A n d  The 
Lim ited Partners Have Certain 
Approval O r Veto Rights
September 23-24, 1998. 
Further discussion planned.
98-7 Accounting for Exchanges o f  Similar 
Equity M ethod Investments
Consensus reached May 21, 1998.
98-8 Accounting fo r  Transfers o f  
Investments that Are in Substance 
Real Estate
Consensus reached May 21, 1998.
98-9 Accounting fo r  Contingent Rent in 
Interim Financial Periods
September 23-24, 1998. 
Prior consensus on lessee 
accounting withdrawn, new 
consensus reached. Further 
discussion planned.
98-10 Accounting fo r  Energy Trading 
an d Risk M anagement Activities
September 23-24, 1998. 
Further discussion planned.
98-11 Accounting For Acquired Temporary 
Differences In Certain Purchase 
Transactions That Are N ot 
Accounted For As Business 
Combinations
Consensus reached on one issue 
September 23, 1998.
Further discussion planned.
98-12 Application o f  E ITF  Issue 
No. 96-13 , Accounting For 
Derivative Financial Instruments 
Indexed To, And Potentially 
Settled In, A Company’s Own 
Stock, Certain Derivative 
Financial Instruments Issued 
With Other Instruments.
September 23-24, 1998. 
Further discussion planned.
(continued)
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E ITF
Issue No. Description
Date o f
Consensus/Status
98-13 Accounting by an Equity M ethod  
Investor fo r  Investee Losses When 
the Investor Has Loans to and  
Investments in Other Securities 
o f  the Investee
D ebtor’s Accounting fo r  Changes 
in Line-of-Credit or Revolving- 
D ebt Arrangements
September 23-24, 1998. 
Further discussion planned.
98-14 September 23-24, 1998. 
Further discussion planned.
Exposure Draft Issued by the Auditing Standards Board
In June 1998, the ASB issued an exposure draft o f a proposed 
SSAE entitled: Amendments to SSAE No. 1, Attestation Standards; 
SSAE No. 2, Reporting on an Entity’s Internal Control Over Finan­
cial Reporting; SSAE No. 3, Compliance Attestation. This proposed 
SSAE would—
• Enable a practitioner to directly report on specified subject 
matter, such as an entity’s internal control over financial re­
porting, rather than on management’s assertion about the 
internal control. In either case, the practitioner would con­
tinue to be required to obtain management’s assertion as 
condition of engagement performance.
• Eliminate, in certain cases, the requirement for a separate 
presentation o f management’s assertion if the assertion is 
included in the introductory paragraph o f the practi­
tioner’s report.
• Revise the reporting guidance on the SSAEs so that SSAE 
reports would contain elements that are similar to those in­
cluded in auditors’ reports on historical financial state­
ments, as prescribed in SAS No. 58, Reports on Audited  
Financial Statements (AICPA, Professional Standards, vol. 1, 
AU sec. 508)
• Provide guidance on the relationship between the SSAEs 
and the Statements on Quality Control Standards.
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In September 1998, the ASB voted to issue this exposure draft as 
a final standard.
Guides and Audit Risk Alerts
AICPA Audit and Accounting Guides
The Audit and Accounting Guides summarize the practices ap­
plicable to specific industries and describe relevant matters, con­
ditions, and procedures unique to these industries. The 
accounting guidance included in AICPA Audit and Accounting 
Guides is in the GAAP hierarchy as authoritative GAAP. Guides 
are available from the AICPA for the following industries (prod­
uct numbers are shown in parentheses):
• Agricultural Producers and Cooperatives— (012353)
• Airlines— (013182)
• Banks and Savings Institutions— (011177)
• Brokers and Dealers in Securities— (012180)
• Casinos— (013149)
• Certain Nonprofit Organizations6— (013165)
• Colleges and Universities7— (013323)
• Common Interest Realty Associations— (012487)
• Construction Contractors— (012095)
• Credit Unions— (012058)
• Employee Benefit Plans— (012338)
• Entities W ith Oil and Gas Producing Activities— (012105)
• Federal Government Contractors— (012437)
6 Use of this Guide is limited to certain governmental units accounted for under State­
ments on Governmental Accounting Standards (SGAS) Nos. 15 and 29.
7 Ibid.
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• Finance Companies— (012465)
• Health Care Organizations— (012438)
• Investment Companies— (012362)
• Not-for-Profit Organizations— (013391)
• Property and Liability Insurance Companies— (011921)
• State and Local Governmental Units— (012057)
• Stock Life Insurance Companies— (012035)
• Voluntary Health and Welfare Organizations8— (012158)
The following general Audit and Accounting Guides also may be 
of interest to CPAs performing audit and attest engagements:
• Consideration of Internal Control in a Financial Statement 
Audit— (012451)
• Personal Financial Statements— (011135)
• Prospective Financial Information— (012067)
• Use of Real Estate Appraisal Information— (013159)
AICPA Annual Industry Audit Risk Alerts
The AICPA’s annual Risk Alerts series provides inform ation 
about current economic, regulatory, and professional develop­
ments in specified industries and practice areas. They assist CPAs 
in planning and performing such engagements. 1998/99 Audit 
Risk Alerts are available from the AICPA for the following indus­
tries (product numbers are shown in parentheses):
• Auto Dealerships— (022228)
• Compilation and Review— (022222)
• Construction Contractors— (022230)
• Common Interest Realty Associations— (022221)
8 Ibid.
82
• Depository and Lending Institutions— (022224)
• Employee Benefit Plans— (022201)
• Health Care— (022225)
• High-Technology— (022216)
• Insurance— (022226)
• Investment Companies— (022217)
• Not-for-Profit Organizations— (022207)
• Real Estate— (022218)
• Retail Enterprises— (022219)
• Securities— (022220)
• State and Local Governments— (022208)
Other Accounting and Auditing Team Publications
Audit and Accounting Manual (007258). The manual is designed 
to provide assistance for audit, review, and compilation engage­
ments. It contains numerous practice aids, samples, and illustra­
tions— including audit programs and sample letters.
AICPA Practice A id  Series. The publications that constitute the 
AICPA Practice Aid Series have been designed to address a broad 
range of topics that affect today’s CPA. From enhancing the effi­
ciency of your practice to developing the new skill sets required 
for a successful transition to meet the challenges of the new mil­
lennium, this series provides practical guidance and information 
to assist in making sense out of a changing and complex business 
environment. The series includes the following:
• Preparing and Reporting on Cash- and Tax-Basis Financial 
Statements (006701)
• Financial Statement Reporting and Disclosure Practices 
for Employee Benefit Plans (008725)
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• Auditing Recipients of Federal Awards: Practical Guidance 
for Applying OMB Circular A -133 Audits of States, Local 
Governments, and Non-Profit Organizations June 1997 
revisions (008730)
• Considering Fraud in a Financial Statement Audit: Practi­
cal Guidance for Applying SAS No. 82 (008883)
• Auditing Estimates and O ther Soft Accounting Informa­
tion (010010)
• Make Audits Pay— Leveraging the Audit into Consulting 
Services (Available beginning in early 1999)
• CPA ElderCare: A Practitioner's Resource Guide (022504)
• Audits o f Futures Commission Merchants, Introducing 
Brokers, and Commodity Pools (006600)
Financial Statement Preparation M anual/Disclosure Checklists 
(G 01027JK ). The manual is a loose-leaf service of nineteen dis­
closure checklists and sample financial statements for various 
industries that is updated to reflect the issuance o f new 
authoritative guidance. The checklists are the individual paper­
back versions that are generated from the loose-leaf and pub­
lished annually.
Accounting Trends a n d  Techniques— 1998  (009890). H igh­
lights the latest trends in corporate financial statements are pre­
sented for practitioners in industry and public practice. The 
publication, which is based on a survey o f over 600 public com­
panies, illustrates accounting practices and trends, including pre­
sentations and disclosures.
AICPA Services
Order Department
To order AICPA products, call (888) 777-7077; write AICPA 
Order Departm ent, CLA10, P.O. Box 2209, Jersey City, NJ 
07303-2209; fax (800) 362-5066. Prices do not include shipping 
and handling. The best times to call are 8:30 to 11:30 A.M. and
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2:00 to 7:30 P.M., EST. O btaining product inform ation and 
placing online orders can be done at a the AICPA’s Web site 
http://www.aicpa.org.
Accounting and Auditing Technical Hotline
The AICPA Technical Hotline answers members’ inquiries about 
accounting, auditing, attestation, compilation, and review ser­
vices. Call (800) 862-4272.
Ethics Hotline
Members of the AICPA’s Professional Ethics Team answer in­
quiries concerning independence and other behavioral issues re­
lated to the application o f the AICPA Code o f Professional 
Conduct. Call (800) 862-4272.
World Wide Web Site
The AICPA has a home page on the World Wide Web. “AICPA 
O nline,” the Web site (URL or uniform  resource locator: 
http://www.aicpa.org), offers CPAs the unique opportunity to 
stay abreast of developments in accounting and auditing, includ­
ing exposure drafts. The home page is updated daily. The Web 
site includes In Our Opinion, the newsletter of the AICPA Audit 
and Attest Standards Team. The newsletter provides valuable and 
timely information on technical activities and developments in 
auditing and attestation standard setting.
This Audit Risk Alert replaces Audit Risk Alert— 1997/98.
Practitioners Publishing Company (PPC) and the AICPA current 
offer a CD-ROM  disk, entitled The Practitioner’s Library—Ac­
counting and Auditing, publications issued by PPC, the AICPA, 
and the FASB. The disk contains the following publications is­
sued by the FASB: Original Pronouncements, Current Text, Emerg­
ing Issues Task Force Abstracts, and FASB Implementation Guides', 
and the following publications issued by the AICPA: Professional 
Standards, Technical Practice Aids, Audit and Accounting Guides, 
and Peer Review Program Manual. The disk also contains eighteen 
PPC engagement manuals. The disk may be customized so that
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purchasers pay for and receive only selected segments o f the ma­
terial The Audit Risk Alert is published annually. As you en­
counter audit issues that you believe warrant discussion in next 
year’s Audit Risk Alert, please feel free to share those with us. Any 
other comments that you have about the Audit Risk Alert would 
also be greatly appreciated. You may email these comments to 
GDietz@aicpa.org or write to:
George Dietz, CPA 
Harborside Financial Center 
201 Plaza Three 
Jersey City, NJ 07311-3881
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APPENDIX
The Internet— An Auditor’s Research Tool
Some Web sites that may provide valuable information to audi­
tors are listed in the following table:
N am e o f  S ite C ontent In tern e t Address
American Institute 
of CPAs
Summaries of recent 
auditing and other 
professional standards 
as well as other AICPA 
activities
http://www.aicpa.org
Financial Accounting 
Standards Board
Summaries of recent 
accounting pronounce­
ments and other FASB 
activities
http://www.fasb.org
Governmental Accounting 
Standards Board
Summaries of recent 
accounting pronounce­
ments and other GASB 
activities
http://www.gasb.org
General Accounting Office GAO policy and guidance 
materials, reports on federal 
agency major rules.
http://www.gao.gov
The Electronic Accountant World Wide Web 
magazine that features 
up-to-the-minute news 
for accountants
http://www.
elearonicaccountant.com
AuditNet Electronic communi­
cations among audit 
professionals
http://www.cowan.edu 
au/mra/home.htm
CPAnet Links to other Web sites 
of interest to CPAs
http://www.cpalinks. 
com/
Guide to WWW for Basic instructions on how http://www.tetranet.net/
Research and Auditing to use the Web as an 
auditing research tool
users/gaostl/guide.htm
Accountant's Home Page Resources for accountants 
and financial and business 
professionals
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http://www.
computercpa.com/
(continued)
Name o f Site 
Double Entries
Content Internet Address
U.S. Tax Code Online 
Financial Systems Forum
Cybersolve 
FedWorld. Gov
Hoovers Online
Vision Project 
Internet Bulletin for CPAs
A weekly newsletter on 
accounting and auditing 
around the world
A complete text of the U.S. 
Tax Code
Topics involving the 
improvement of financial 
systems by providing 
information on 
methodologies, service 
organizations, and vendors 
with a focus on applications 
concerning accounts 
payable, accounts receivable, 
asset management, general 
ledger, and inventory.
Online financial calculators 
such as ratio and breakeven 
analysis
U.S. Department of 
commerce sponsored site 
providing access to 
government publications
Online information on 
various companies and 
industries
Information on the 
professions vision project
CPA tool for Internet sites, 
discussion groups, and 
other resources for CPAs
http://www.csu.edu.au/
lists.anet/ADBLE-L/
index.html
http://www.fourmilab. 
ch/ustax/ustax.html
http://www.fsforum.com
http://www.cybersolve. 
com/toolsl.html
http://www.fedworld.com
http://www.hoovers.com
http://www.cpavision.
org/horizon
http://www.kentis.com/
ib.html
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